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Foll owi ng two notices of proposed rul enaking, the Federa
Energy Regul atory Conmi ssion issued Orders 888 and 889 on
April 24, 1996.2 Reflecting the Commission's effort to end

2 Promoting Wol esal e Conpetition Through Open Access Non-
di scrimnatory Transmi ssion Services by Public Uilities; Recov-
ery of Stranded Costs by Public Utilities and Transmtting Utili-
ties, Order No. 888, FERC Stats. & Regs. p 31,036, 61 Fed. Reg.
21,540 (1996), clarified, 76 FERC p 61,009 and 76 FERC p 61, 347
(1996) ("Order 888"), on reh'g, Order No. 888-A, FERC Stats. and
Regs. p 31,048, 62 Fed. Reg. 12,274, clarified, 79 FERC p 61, 182
(1997), on reh'g, Order No. 888-B, 81 FERC p 61,248, 62 Fed. Reg.
64, 688 (1997), on reh'g, Oder No. 888-C, 82 FERC p 61,046 (1998);

di scrimnatory and anticonpetitive practices in the nationa
electricity market and to ensure that electricity customers
pay the | owest prices possible, these orders represent, as the
Conmi ssion described in a |ater order not before us, "the
foundati on necessary to devel op conpetitive bul k power mar-
kets...." Regional Transm ssion Organizations, Oder No.

2000, 65 Fed. Reg. 810, 812 (2000).

Open access is the essence of Orders 888 and 889. Under
these orders, utilities nust now provide access to their trans-
m ssion lines to anyone purchasing or selling electricity in the
interstate market on the sanme ternms and conditions as they
use their owmn lines. By requiring utilities to transmt com
petitors' electricity, open access transm ssion is expected to
i ncrease conpetition fromalternative power suppliers, giving
consuners the benefit of a conpetitive market. Mbst funda-
mental |y, FERC s open access policies, conbined with paral -

I el action now occurring on the state level, are intended to
create a market in which custoners may purchase power

fromany of a nunber of suppliers. A nmunicipality or factory
in Florida, for exanple, will no | onger have to purchase power
fromits local utility but instead may seek cheaper power
anywhere in the country. A custoner in Vernont may

purchase electricity froman environnentally friendly power
producer in California or a cogeneration facility in Cklahona.

Al key players in the electricity market have chal |l enged
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various provisions of Orders 888 and 889. Their clains range
fromthe hypertechnical to argunments that FERC | acks au-
thority to order open access transmission at all. Finding few
defects in the orders, we uphold themin nearly all respects.

I. Introduction

Hi storically, vertically integrated utilities owned genera-
tion, transm ssion, and distribution facilities. They sold gen-

Open Access Sane-Tinme Information System and Standards of

Conduct, Order No. 889, FERC Stats. & Regs. p 31,035, 61 Fed.

Reg. 21,737 (1996) ("Order 889"), on reh'g, Oder No. 889-A FERC
Stats. & Regs. p 31,049, 62 Fed. Reg. 12,484 (1997), on reh'g, Oder
No. 889-B, 81 FERC p 61,253 (1997).
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eration, transm ssion, and distribution services as part of a
"bundl ed" package. Due to technological limtations on the

di stance over which electricity could be transmtted, each
utility served only custoners in a limted geographic area.
And because of their natural nonopoly characteristics, utili-
ties have been heavily regulated at both the federal and state
| evel s.

Si nce enactnent of the Federal Power Act in 1935, the
electricity industry has undergone significant change, both
econom cal ly and technol ogically. Econom es of scal e have
justified the construction of large (greater than 500 MN
generation facilities, such as nuclear power plants. Techno-
| ogi cal advances in the 1970s and 1980s have permitted smal
plants to operate efficiently as well. See Notice of Proposed
Rul emaki ng, Pronoting Wol esal e Conpetition Through
Open Access Non-discrimnatory Transm ssion Services by
Public Uilities; Recovery of Stranded Costs by Public Utili-
ties and Transmitting Utilities, FERC Stats. & Regs.

p 32,514 at 33,059-60, 60 Fed. Reg. 17,662 (1995) ("Open

Access NOPR'). Technol ogi cal inprovenents al so nmade

feasible the transm ssion of electric power over |ong distances
at high voltages. See id. p 32,514 at 33,060. Alternative
power suppliers, such as cogenerators, small power produc-

ers, and independent power producers energed in response

to these devel opnents. Constructing and operating genera-

tion capacity at prices |lower than the enbedded generation

costs of traditional utilities, these alternative suppliers have
created a whol esal e market for | ow cost power.

The growt h of this new whol esal e market faced a serious
obstacle. "As entry into whol esal e power generation markets
i ncreased,"” FERC explained, "the ability of custoners to gain
access to the transm ssion services necessary to reach com
peting suppliers becane increasingly inportant.” 1d. at
33,062. Yet the owners of transmission lines, the traditiona
utilities that had built the high-cost generation capacity,
deni ed alternative producers access to their transm ssion
lines on conmpetitive terms and conditions. FERC therefore
began requiring utilities to file open access transm ssion
tariffs that permtted other suppliers to transmt power over

Page 8 of 109
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their |lines under certain circunstances, such as when a utility
sought aut horization to nerge with another utility or to sel
power at market-based rather than cost-based rates.

Then, in 1992, Congress enacted the Energy Policy Act,
whi ch anmended sections 211 and 212 of the FPA to authorize
FERC to order utilities to "wheel" power--i.e., transmt
power for whol esale sellers of power over the utilities' trans-
m ssion lines--on a case-by-case basis. Pub. L. No. 102-486,
106 Stat. 2776, 2915-16 (1992) (codified at 16 U. S.C. ss 824j -
k). FERC "aggressively inplenmented" anmended sections 211
and 212 to " 'facilitate the devel opnment of conpetitively
priced generation supply options, and to ensure that whol e-
sal e purchasers of electric energy can reach alternative power
suppliers and vice versa." " (Open Access NOPR p 32,514 at
33,064 (quoting Notice of Proposed Rul emaki ng, Recovery of
Stranded Costs by Public Uilities and Transmtting Uili-
ties, FERC Stats. & Regs. p 32,507 at 32,866, 59 Fed. Reg.
35,274 (1994) ("Stranded Cost NOPR')).

Despite these efforts, a persistent barrier to the devel op-
ment of a conpetitive whol esal e power sale market remained.
The Conmi ssion found that "utilities owning or controlling
transm ssion facilities possess substantial market power;
that, as profit maximzing firms, they have and will continue
to exercise that market power in order to maintain and
i ncrease market share, and will thus deny their whol esal e
customers access to conpetitively priced electric generation
and that these unduly discrimnatory practices will deny
consumers the substantial benefits of |lower electricity prices.”
Open Access NOPR, p 32,514 at 33,052. Power generators
not permtted to use utilities' transm ssion |lines on reasonabl e
terns have no way to transmt their power to custoners

Invoking its authority under sections 205 and 206 of the
FPA to remedy unduly discrimnatory or preferential rules,
regul ati ons, practices, or contracts affecting public utility
rates for transmission in interstate commerce, 16 U S. C
ss 824d-e, and building on its experience in restructuring the
natural gas industry, see Associated Gas Distribs. v. FERC
824 F.2d 981 (D.C. Gir. 1987), the Comni ssion issued Orders

Page 9 of 109
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888 and 889 to "prevent this discrimnation by requiring al
public utilities owning and/or controlling transm ssion facili-
ties to offer non-discrimnatory open access transm ssion
service." Open Access NOPR, p 32,514 at 33,052. Oders

888 and 889 mandate what FERC terns "functional unbun-

dling," i.e., separating utilities' whol esale transm ssion func-
tions fromtheir whol esale electricity merchant functions.
Specifically, the orders require utilities to (1) file open access
nondi scrimnatory tariffs that contain the mnimumterns and
conditions of nondiscrimnatory services prescribed by FERC
through its pro forma tariff; (2) take transm ssion service for
their own new whol esal e sal es and purchases of electric

energy under the sane terns and conditions as they offer

that service to others; (3) develop and maintain a same-tine

i nformati on systemthat will give potential and existing trans-
m ssion users the same access to transm ssion information

that the utility enjoys (called the "Open Access Same-Ti ne
Informati on Systent or "OASIS'); and (4) state separate

rates for whol esal e generation, transm ssion, and ancillary
services. See Order 888, p 31,036 at 31, 635- 36.

In requiring utilities to provide open access transm ssion
FERC acknowl edged t he dramatic change the orders woul d
bring about, explaining that "[t]he nost critical transition
issue that arises as a result of the Conmission's actions in
this rulemaking is how to deal with the uneconom c sunk
costs that utilities prudently incurred under an industry
regime that rested on a regulatory framework and a set of
expectations that are being fundanentally altered.” Order
888-A, p 31,048 at 30,346. Known as "stranded costs," these
"uneconom ¢ sunk costs" are costs that utilities incurred not
only with regul atory approval, but with the expectation of
continuing to serve their current customers. These costs will
become "stranded" when custoners take advantage of open
access transm ssion to purchase cheaper power from suppli -
ers other than their historic utilities. Oder 888 affords
utilities an opportunity to recover stranded costs fromtheir
whol esal e requi rements custoners, but only fromthose cus-
tomers who use their utility's transm ssion service to pur-
chase power from new suppliers, and only if the utility can
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prove that it had a reasonabl e expectation of continued ser-
vice to that custoner.

After three rehearing orders, the Commi ssion denied any
further rehearing. Al petitions for review of Orders 888 and
889 were consolidated and transferred to this circuit. W
consi der these petitions in this opinion. Section Il considers
chal l enges to FERC s authority to require utilities to file
open access tariffs as a renedy for undue discrimnation
Section Il evaluates FERC s conclusion that it |acked juris-
diction to order retail unbundling yet has jurisdiction over
transm ssion where state conm ssions have unbundl ed retai
sales. Section IV addresses FERC s authority to require
nonpublic utilities to provide reciprocal open access transm s-
sion service. Section V considers challenges to Order 888's
stranded cost recovery provisions. Section VI evaluates peti-
tioners' argunments relating to credits for custoner-owned
facilities and behind-the-nmeter generation. Section VIl ad-
dresses discounting, interface allocation, and liability. Sec-
tion VI1l evaluates other argunents relating to the ternms and
conditions of the pro forma tariff. Section |IX assesses
FERC s conpliance with the National Environmental Policy
Act and the Regulatory Flexibility Act.

In the end, we affirmthe orders in all respects except two:
we remand for FERC to explain its treatnent of energy costs
in the stranded cost market option (Section V.A. 5.c) and to
provi de a reasonable cap on contract extensions under exist-
ing custonmers' right-of-first-refusal (Section VIII.E)

1. FERC s Authority to Require Qpen Access

Al t hough FERC asserts that "nmounting clainms of undue
discrimnation in transm ssion access" pronpted its nove-
ment toward open access, the open access requirenent of
Order 888 is prem sed not on individualized findings of dis-
crimnation by specific transm ssion providers, but on
FERC s identification of a fundamental systemic problemin
the industry. Cenerally, those entities that own or control
interstate transmssion facilities are vertically-integrated pub-
lic utilities that al so generate and sell electricity. Inits 1995
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noti ce of proposed rul enaki ng, FERC observed that there

were at that time approximately 328 public utilities, market-
ers, and whol esal e generation entities with transm ssion

needs, and that approximately 137 of those owned or con-
trolled the transmssion facilities. See Open Access NOPR,

p 32,514 at 33,051. Entry into the transm ssion market is
difficult and restricted, so those utilities that already own
transmi ssion facilities enjoy a natural nonopoly over that
field. The transm ssion-owning utilities can use their position
to favor their own generated electricity and to exclude com
petitors fromthe market, whether by denying transm ssion
access outright, or by providing transm ssion services to
conpetitors only at conparatively unfavorable rates, terns,

and conditions. Utilities that own or control transm ssion
facilities naturally wish to maxim ze profit. The transm s-
sion-owning utilities thus can be expected to act in their own
interest to maintain their nonopoly and to use that position to
retain or expand the market share for their own generated
electricity, even if they do so at the expense of | ower-cost
generation conpani es and consuners.

Even before Order 888, sonme transm ssion-owning utilities
voluntarily opened their transm ssion facilities to third party
suppliers and purchasers of electricity; and FPA s 211 ex-
plicitly gives FERC the authority to order involuntary wheel -
ing on a case-by-case basis. The Conm ssion deci ded, howev-
er, that relying upon voluntary arrangenents and s 211
orders would not renedy the fundanentally anti-conpetitive
structure of the transm ssion industry. Instead, the Conm s-
sion concluded, such a piecenmeal approach would result in an
i nefficient "patchwork” of transm ssion systens nati onw de.
"The ultimate loser in such a reginme is the consuner." Open
Access NOPR, p 32,514 at 33, 071.

As an alternative, the Comm ssion interpreted the anti -
di scrimnation | anguage of FPA ss 205 and 206, 16 U. S.C
ss 824d, 824e (1994), as giving it the authority to i npose open
access as a generic renedy for its findings of systemc anti -
conpetitive behavior. Invoking that broad authority, in O-
der 888, FERC requires every transm ssion-owni ng public
utility within FERC s jurisdiction to file an Open Access
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Transm ssion Tariff (QATT) containing mninmmterns and
conditions for non-discrimnatory service and to take trans-

m ssion service for their own whol esal e sal es and purchases of
electric energy under those filed QATTs. |In other words,

this order requires the public utilities to provide the sane
transm ssi on services to anyone purchasing or selling whol e-
sal e power--other public utilities, federal power suppliers and
mar keters, municipalities, cooperatives, independent power
producers, qualifying facilities, or power marketers--as they
provide to thensel ves. The Board of Water, Light and

Si nki ng Fund Conmi ssioners of the City of Dalton (Dalton)
operates a municipally-owed utility system which provides
electric power to residential, commercial, and industrial con-
sumers in the city of Dalton, Georgia. Dalton obtains trans-
m ssion services fromthe Georgia Integrated Transm ssion
System (I TS), which it owns along with public utility Georgia
Power Conmpany (GPC) and two other utilities that are not
subject to FERC s jurisdiction, and which GPC operates
according to the terns of various filed agreenents. Puget
Sound Energy, Inc. (Puget) is a public utility in the Pacific
Nor t hwest, where Bonneville Power Adm nistration, which is

not a public utility subject to Order 888's requirenents, 3

3 Bonneville Power Administration (BPA) "is a power marketing
agency in the Pacific Northwest that markets power fromthirty
federal hydroelectric projects constructed and operated by the

Cor ps of Engineers and the Bureau of Reclamation.”™ 1In re Bonne-
ville Power Adm nistration, Power Sale and Transm ssion Rates,
54 F.EER C p 62,143 (1991). |In Oder 888, FERC concl uded that

BPA is not a public utility as defined by Federal Power Act (FPA)
s 201(e), and thus is not subject to Order 888's requirenents.
Order 888, p 31,036 at 31,858. FERC adnmitted, however, to three
ci rcunst ances under which it mght review BPA s transm ssion
access and pricing policies: (1) if BPA files an open access tariff for
revi ew and confirmation under the Northwest Power Act and asks
FERC to find that the tariff meets FERC s open access policies;

(2) to the extent that BPA "is a transmitting utility subject to a
request for mandatory transm ssion services" under FPA s 211

and (3) to the extent that BPA receives open access transm ssion
froma public utility and is thereby subject to the reciprocity
provision in that public utility's pro-forma tariff. Id.
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dom nates the electricity transm ssion market. These two

i ndustry petitioners challenge the open access requirenent of
Order 888 on various statutory, constitutional, and ot her
grounds.

Turning first to the FPA itself, Puget and Dalton argue
that ss 205 and 206 do not give the Conmi ssion the authority
to order open access as a generic renedy; and even if the
FPA does give the agency such authority, FERC has failed to
satisfy the statutory requirenents for invoking it. Dalton
al so argues that Order 888 itself violates the FPA by discrim
i nati ng agai nst transmssion facility owners who have invest-
ed in those assets. Shifting to constitutional concerns, Puget
and Dalton, along with am cus curiae Pacific Legal Founda-
tion, maintain that Order 888 violates the Takings C ause of
the Fifth Anendnent. Finally, Dalton argues that the open
access requirenents of the OATT interfere with the antitrust
condi tions of outstanding nuclear |licenses, and thus are un-
lawful. While we consider each of these chall enges separat e-
ly,4 we hold that Order 888's open access requirenent is
aut hori zed by and consistent with the FPA and t he Taki ngs
C ause. We conclude al so that Dalton has not yet suffered
injury fromthe alleged conflict between open access and the
nucl ear license antitrust conditions, and that its conplaint on
that issue is therefore not yet ripe for judicial review

A Statutory Chall enges: FPA ss 205 and 206

Section 205 of the FPA broadly precludes public utilities, in
any transm ssion or sale subject to FERC s jurisdiction, from
"mak[ing] or grant[ing] any undue preference or advantage to

4 The Commi ssion and various intervenors on its behalf argue
ext ensi vel y agai nst our jurisdiction over these issues on the grounds
that the petitioners failed, in various ways, adequately to raise their
concerns before the agency and to preserve the issues for judicial
review. Upon careful review of the record, we can safely concl ude
wi t hout further elaboration that these jurisdictional argunents are
wi thout nerit, that the Conm ssion has had anple notice and
opportunity to address all of the petitioners' various statutory,
constitutional, and other challenges to Order 888 s open access
requi renent, and that we have jurisdiction to consider these issues.
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any person or subject[lng] any person to any undue prejudice
or di sadvant age. . 16 U.S.C. s 824d(b). Section 206 of
t he FPA further prOV|des in relevant part that

[w] henever the Commi ssion, after a hearing had upon its
own notion or upon conplaint, shall find that any rate,
charge, or classification, demanded, observed, charged,

or collected by any public utility for any transm ssion or
sal e subject to the jurisdiction of the Comm ssion, or that
any rule, regulation, practice, or contract affecting such
rate, charge, or classification is unjust, unreasonable,
unduly discrimnatory or preferential, the Conm ssion

shal |l determ ne the just and reasonable rate, charge,
classification, rule, regulation, practice, or contract to be
thereafter observed and in force, and shall fix the sane
by order.

16 U.S.C. s 824e(a). The statutory issues before us are
whet her these provisions give FERC the authority to order
i nvol untary wheeling as a generic renedy, and if they do,
whet her FERC satisfied the procedural and evidentiary re-
qui rements i nposed by these provisions.

1. ss 205 and 206 and OQtter Tail Power Company

The Conmission did not wite on a blank slate when it
interpreted FPA ss 205 and 206 as giving it the authority to
order involuntary wheeling as a generic remedy for systenic
anti-conpetitive behavior. Puget and Dalton argue principal -
ly that the Supreme Court's decision in Oter Tail Power Co.
v. United States, 410 U. S. 366 (1973), controls the disposition
of this issue. Oter Tail was an antitrust case in which the
Supreme Court addressed whether the district court could
require Oter Tail Power Conpany to wheel power for its
conpetitors as a renmedy for nonopolistic practices. Con-
trary to the conpany's argunents, the Supreme Court con-
cluded that the district court's order did not inpermssibly
conflict with the authority of the Federal Power Conm ssion
FERC s predecessor, because the agency did not have the
power itself to order involuntary wheeling under Part Il of
the FPA, which includes ss 205 and 206. Puget and Dalton
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cite various circuit court precedents, including one fromthis
circuit, as construing Oter Tail to prevent the Conm ssion
fromordering involuntary wheeling as a generic renedy.

See, e.g., Florida Power & Light Co. v. FERC, 660 F.2d 668
(5th Cir. Unit B Nov. 1981); New York State Electric & Gas
Corp. v. FERC, 638 F.2d 388 (2d Cir. 1980); Richnond

Power & Light v. FERC, 574 F.2d 610 (D.C. Cir. 1978).

Final ly, Puget and Dalton note that subsequent to Oter Tail
Congress enacted FPA s 211, 16 U S.C. s 824j, giving FERC

the authority to inpose open access on a case-by-case basis to
renedy a broad range of problenms. The petitioners argue

that, if FPA ss 205 and 206 authorize the Conmission to

i npose open access, and if Oter Tail does not prohibit such
action, then there was no reason for Congress to enact s 211

In response, the Comm ssion contends that we shoul d not
read Qtter Tail as limting its authority under FPA s 206 to
renmedy discrimnatory behavior, since Qter Tail was an
antitrust case and not an undue discrimnation case. The
Conmi ssion also maintains that the circuit court cases cited
by the petitioners are not on point and do not prohibit a
generi c open access renedy. The Conmi ssion points instead
to our decision in Associated Gas Distributors v. FERC, 824
F.2d 981, 998 (D.C. Gr. 1987) (AQD), in which we upheld a
simlar open access transportation requirenent inposed by
FERC on natural gas transm ssion, as the controlling prece-
dent. Finally, FERC argues that Congress enacted FPA
s 211 to broaden its already existing authority to order
i nvol untary wheeling, as FPA ss 205 and 206 aut horize such
action only as a renedy for undue discrimnation

We agree with FERC that our decision in AGD controls
the disposition of this issue. In AG, we reviewed a FERC
order inposing open access conditions on pipelines transport -
ing natural gas. See 824 F.2d at 997-1001. Considering
argunents quite simlar to those nade by the petitioners
here, we concluded that Qtter Tail does not constrain FERC
from mandati ng open access where it finds circunstances of
undue discrimnation to exist. See id. at 998-99. Turning to
rel evant circuit precedent, we construed R chnond Power &
Li ght as supporting only the proposition that a refusal to
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provi de transm ssion services to another utility was not per se
unduly discrimnatory and we noted that the court in Florida
Power & Light expressly left open the question of whether

FERC coul d i npose open access conditions as a renedy for
anti-conpetitive behavior. See id. at 999. Further, we point-
ed out that our reading of Richnond is consistent with other
precedent, specifically Central |1owa Power Coop. v. FERC

606 F.2d 1156 (D.C. Gr. 1979), in which we upheld FERC s

use of its authority to prevent undue discrimnation to condi -
tion its approval of a power-pooling agreenment upon renoval

of menbership criteria which denied certain privileges to

some but not all participants. See AG, 824 F.2d at 999.

I ndeed, in AGD, we noted that open access relies upon the

very same principles that we upheld in Central lowa. See id.
Al t hough AGD addressed open access under the anti-

di scrimnation provisions of the Natural Gas Act (NGA) rath-

er than FPA ss 205 and 206, we have repeatedly recogni zed

the simlarity of the two statutes and held that they should be
interpreted consistently. See Environnental Action v.

FERC, 996 F.2d 401, 410 (D.C. Gr. 1993); Tennessee Gas

Pi peline Co. v. FERC, 860 F.2d 446, 454 (D.C. Cr. 1988); see
al so Arkansas La. Gas Co. v. Hall, 453 U S. 571, 577 n.7
(1981). Thus, AGD counsels the conclusion that, while Oter
Tail may represent a general rule that FERC s authority to
order open access is limted, the FPA, |ike the NGA nmakes

an exception to that rule where FERC finds undue discrim -

nati on.

Moreover, as in AGD, the deferential standard of Chevron
U S A Inc. v. Natural Resources Defense Council, 467 U S
837 (1984), governs our review of FERC s interpretation of
FPA ss 205 and 206. See AGD, 824 F.2d at 1001. If we
agreed with Puget and Dalton that the Suprene Court's Qiter
Tail opinion dictates a particular construction of ss 205 and
206, then the Commission's contrary interpretati on would not
be entitled to Chevron deference. See Miislin Indus., US
Inc. v. Primary Steel, Inc., 497 U S. 116, 131 (1990) ("Once
we have determ ned a statute's clear neaning, we adhere to
that determ nati on under the doctrine of stare decisis, and we
judge an agency's later interpretation of the statute against
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our prior determ nation of the statute's neaning."). But
havi ng concluded that tter Tail does not govern the disposi-
tion of this case, we are faced solely with considering the
validity of FERC s interpretation of the FPA a statute that
the Conmi ssion administers. |In AGD, we concluded that

FERC reasonably interpreted the NGA' s anbi guous anti -

di scrimnation provisions as giving it broad authority to reme-
dy unduly discrimnatory behavior through a generic open
access requirenent. See AG, 824 F.2d at 1001. dGven the
FPA's simlar |anguage, we can only reach the sanme concl u-
sion with respect to Order 888. For all of these reasons, we
find that the Comnmi ssion has the authority under FPA

ss 205 and 206 to require open access as a generic renedy to
prevent undue discrimnation.

2. s 206(a) Procedural and Evidentiary Requirenents

Puget and Dal ton next argue that, even if FPA ss 205 and
206 authorize FERC to i npose open access generically,
s 206(a) inposes certain procedural and evidentiary require-
ments for action which the Conm ssion failed in tw separate
but related ways to satisfy. First, the petitioners claimthat
FPA s 206(a) requires substantial evidence of contenporane-
ous "unjust, unreasonable, unduly discrimnatory or preferen-
tial" behavior before the Conmission can act. The Conm s-
sion made no finding of discrimnation or nmonopoly control on
the part of Georgia Power Company or Puget. None of the
applications or complaints filed with the Conm ssion accused
these petitioners of unduly discrimnatory or anti-conpetitive
behavior. Instead, the Conmi ssion prem sed Order 888 on a
generic finding that public utility holders as a group have
sufficient nonopoly power over the transmi ssion of electricity
to engage in unduly discrimnatory and anti-conpetitive prac-
tices, and that this condition will worsen in the future. To
support its finding, the Conm ssion relied upon unsubstanti -
ated al l egations of discrimnatory conduct in public com
ments, its own experience in review ng applications and com
plaints, and its own understanding of the incentives for
nmonopol i sts to behave discrimnatorily.

Page 18 of 109
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Puget and Dalton additionally assert that FPA s 206(a)
requires that the requisite findings of undue discrimnnation be
made in the context of a hearing. Although they concede
that a rul enaki ng proceedi ng can satisfy the statute's hearing
requi renent, Puget and Dalton maintain that the rul enmaking
proceedi ng neverthel ess nmust clearly identify the chall enged
activities and actors, and give the accused actors the opportu-
nity to denonstrate that their activities were not unl awf ul
The petitioners protest that the Conm ssion's notice-and-
comment rul emaki ng process did not afford them such oppor-
tunity.

FERC cl aims the discretion under NLRB v. Bell Aerospace
Co., 416 U. S. 267, 293 (1974), to choose between rul emaki ng
and case-by-case adjudi cation; and FERC contends that its
generic rul emaki ng process fully satisfied the requirenents of
FPA s 206(a). FERC concedes that it relied upon genera
findi ngs of system c nonopoly conditions and the resulting
potential for anti-conpetitive behavior, rather than evidence
of monopoly and undue di scrimnation on the part of individu-
al utilities. Citing our opinion in Wsconsin Gas Co. V.
FERC, 770 F.2d 1144, 1166 (D.C. Gr. 1985), however, FERC
mai ntai ns that such findings are sufficient to substantiate its
decision to i nmpose the open access requirenent. Finally,
FERC observes that we rejected these sane argunents in
AGD. See 824 F.2d at 1008 (citing Wsconsin Gas, 770 F.2d
at 1165-68).

Again, we nust agree with the Conmi ssion. |In Anerican
Public Gas Ass'n v. FPC, we held that the Conm ssion could
exercise its authority under NGA s 5(a), the provision paral-
lel to FPA s 206, through rul emaking as well as adjudication
See 567 F.2d 1016, 1064-67 (D.C. Cir. 1977); see also Wscon-
sin Gas, 770 F.2d at 1153 (articulating the Anerican Public
Gas holding). Congress subsequently ratified the Anerican
Public Gas hol ding when it enacted the Departnent of Ener-
gy Organization Act, 42 U S.C s 7173(c) (1994). See W scon-
sin Gas, 770 F.2d at 1153 n.8 (acknow edging the Act). That
statute provides that "the establishnment of rates and charges
under the Federal Power Act [16 U.S.C. 79la et seq.] or the
Natural Gas Act [15 U S.C. 717 et seq.], nmay be conducted by
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rul emaki ng procedures.” 42 U S.C. s 7173(c) (brackets in
original). By passing a statute adopting the hol di ng of
American Public Gas, and explicitly applying that rule to the
FPA as well as the NGA, Congress signhaled its intent that

the hearing requirenents of NGA s 5(a) and FPA s 206(a)

be interpreted simlarly.

Interpreting the hearing requirenment of NGA s 5(a), we
have said that, while the Conm ssion cannot rely solely on
"unsupported or abstract allegations," the agency is al so not
required to make "specific findings," so long as the agency's
factual determinations are reasonable. See Wsconsin Gas,
770 F.2d at 1158. In AG, we applied Wsconsin Gas in
hol di ng that the Comm ssion was not required to nmake
specific findings that individual rates charged by individua
pi pelines were unlawful, or to offer enpirical proof for all the
propositions upon which its order depended, before pronul -
gating a generic rule to elimnate undue di scrimnation. See
AGD, 824 F.2d at 1008-09. Upon conparison of the order
considered in AGD with Oder 888, if anything, FERC nore
t hor oughl y docunented the reasons for its actions in O der
888 than in the earlier natural gas order

Puget clains that AG and Wsconsin Gas are distinguish-
able, and that this case is governed by Electricity Consumners
Resource Council v. FERC, 747 F.2d 1511 (D.C. Gr. 1984), in
whi ch we reversed FERC s adoption of a rate based on an
econom ¢ theory in the absence of a discussion of the practica
applications of that theory. See 747 F.2d at 1514. As the
AGD court recognized, however, the court in Electricity
Consumers was persuaded that the Conm ssion had distorted
the econonmic theory it clained to apply. See AGD, 824 F.2d
at 1008. Just as the pipelines in AG did, Puget has failed to
articul ate exactly how FERC has distorted the theories on
which it relies in Oder 888. Additionally, the AG court
rejected the idea that "Electricity Consuner's reference to
"econom c theory' was intended to invalidate agency reliance
on generic factual predictions nmerely because they are typi-
cally studied in the field called economcs.” 1d. Follow ng
the rationale of Wsconsin Gas and AGD, we concl ude t hat
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FERC has satisfied the requirenments for invoking its authori-
ty under FPA s 206(a).

3. Discrimnatory Effect of Order 888

Dal ton charges that, even if the FPA permts FERC to
i npose involuntary wheeling generally, the open access re-
qui rement of Order 888 causes rather than remedies discrim -
nati on, and therefore violates FPA s 206(a)'s express re-
qui rement that FERC act agai nst undue di scrimn nation.
Specifically, Dalton and the other non-jurisdictional owners of
the Georgia ITS facilities invested mllions of dollars in those
facilities in order to use the facilities each owns and receive
reci procal open access transm ssion services fromthe other
owners. Under the Open Access Transmi ssion Tariff
(CATT), other customers do not have to make such invest-
ments to use the CGeorgia ITS facilities. FERC responds
that Order 888 does not unduly discrimnate between old and
new customers of integrated transm ssion systens |ike the
Ceorgia ITS; and that if Dalton has evidence that the tariff
results in undue discrimnation in its individual circum
stances, Dalton remains free to file a petition under FPA
s 206 for redress, and FERC will consider its claim

FERC s conclusion that its open access requirenent is not
unduly discrimnatory is subject only to arbitrary and capri -
cious review See 5 U S.C s 706(2)(A) (1994); Sithe/

I ndependence Power Partners, LP v. FERC, 165 F. 3d 944,

948 (D.C. Cir. 1999); Union Pacific Fuels, Inc. v. FERC, 129
F.3d 157, 161 (D.C. Gr. 1997). W conclude that FERC has
adequately explained why its open access requirenent is not
unduly discrimnatory. Relying upon extensive conmentary

as well as its own experiences, FERC concluded that, as a
general matter, transm ssion industry conditions were condu-
cive to discrimnatory practices and anti-conpetitive behavior
such that case-by-case adjudication could not adequately ad-
dress the problem FERC al so recogni zed that its generic
findi ngs may have exceptions, and thus that Order 888 may in
i ndi vi dual circunstances have a different result than that

i ntended. Therefore, Order 888 does not preclude facilities
owners the opportunity to argue their particular circum
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stances in their OATT filings or, as with Dalton, in their own
petitions for relief under FPA s 206(a). Rather, Oder 888
merely shifts froma regulatory normin which a user of
transm ssion services nust denonstrate to FERC an individ-
ual i zed need for open access to one in which a provider of
transm ssion services nust present to FERC individualized
circunstances requiring relief fromopen access. As the
petitioners have a nmechani sm by which they can seek relief
for their particular concerns, we find nothing arbitrary or
capricious about FERC s conclusion that its approach to open
access is not unduly discrimnatory.

In anot her stab at denonstrating the discrimnatory effect
of Order 888's open access requirenment, Dalton alerts us to
an agreenment entered into between it and Georgi a Power
Company (GPC) in partial inplenentation of antitrust condi-
tions contained in operating |licenses issued by the Nucl ear
Regul at ory Conmi ssion for jointly owned nuclear facilities
connected to the Georgia ITS. Those antitrust conditions
require GPC to provide Dalton with transm ssion services
until the nuclear licenses expire, long after the I TS Agree-
ment termnates. Dalton alleges that limtations inposed by
Order 888 on Dalton's rights upon termnation of the ITS
Agreenent are inconsistent with GPC s obligations under the
nucl ear licenses, and that the interference will result in
di scrimnation against Dalton. FERC maintains that it
agreed in addressing GPC s Order 888 conpliance filing to
treat the I TS Agreenents separately.

Utimately, Dalton has offered no present injury fromthe
all eged conflict, so this issue is not ripe for review Dalton
will only be injured if, upon termnation of the ITS Agree-
ment, Order 888 interferes with Dalton's right to transm s-
sion services. Dalton's own argument suggests as nuch,
observing that FERC "left to GPC the decision whether it
"nmust, but cannot, conply with separate orders' of NRC and
FERC and whether it will present evidence of such conflict to
ei t her Conm ssion,"” and conplaining that even if GPC does
act, "the orders under review provide no assurance that the
conpetitive transm ssion and other service rights provided by
the nuclear licenses will be respected under the QATT." Br.
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of Petitioner Dalton at 23 (quoting O der 888-A, p 31,048 at
30,452). In short, GPC and FERC are still in the process of
determ ni ng whet her the antitrust provisions even conflict

with Order 888, as well as how to deal with any such

i nconsi stency.5 Accordingly, this issue is not appropriate for
judicial review at this tine.

B. Constitutional Challenge: Fifth Arendnent Takings
Cl ause

Puget and am cus curiae Pacific Legal Foundation (Pacific)
contend that Order 888 violates the Takings C ause of the
Fifth Anendnment. These petitioners maintain that O der
888' s open access requirenent engineers a "taking" in two
ways: First, that FERC s open access requirenent effects a
regul atory taking by arbitrarily changi ng pricing methodol o-
gy in a way that excessively deprives transm ssion owners of
their investments in facilities; and, second, that the open
access requirenent allows a physical invasion, a permanent
physi cal occupation, by taking away the transm ssion owners
right to exclude conpetitors fromtheir transm ssion proper-
ty. W cannot grant relief on either ground.

VWhen the action of the federal governnment effects a "tak-
ing" for Fifth Amendnent purposes, there is no inherent
constitutional defect, provided just conpensation is avail able.
At bottom both of the petitioners' Fifth Armendnent cl ains
turn not on whether open access effects a taking, but whether
FERC s cost-based transm ssion pricing policies in the end
provi de just conpensation. The renmedy of just conpensation
is not within our jurisdiction but that of the United States
Court of Federal O ains, under the Tucker Act, 28 U S.C
s 1491. See Bell Atlantic Tel. Cos. v. Federal Conmunica-
tions Commn, 24 F.3d 1441, 1444 n.1 (D.C. Cr. 1994);

Rai | way Labor Executives' Ass'n v. United States, 987 F.2d
806, 815-16 (D.C. Cir. 1993).

W recogni ze that our jurisdiction to review an agency's
construction of a statute necessarily involves an exercise of

5 GPC s managenent of the Georgia ITS is subject to the di-
rection of a conmttee that includes Dalton representatives.
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the policy of avoiding constitutional issues where possible,
even though the issues may concern arguabl e taki ngs anena-

ble to Tucker Act renedy, "when 'there is an identifiable

cl ass of cases in which application of a statute will necessarily
constitute a taking." " Bell Atlantic, 24 F.3d at 1445 (D.C
Cr. 1994) (quoting United States v. R verside Bayvi ew

Hones, Inc., 474 U. S. 121, 128 n.5 (1985)). W need not

deci de whether this case falls within that category, however,
because even if it did, any takings problemcreated by O der
888 does not raise such significant constitutional doubt as to
require us to construe the FPA to prohibit FERC from

ordering open access. |If there is a taking, and a claimfor
just conpensation, then that is a Tucker Act matter to be
pursued in the Court of Federal C ains, and not before us.

I1l. Federal versus State Jurisdiction
over Transni ssion Services

Vertically integrated utilities use their ow facilities to
generate, transmt, and distribute electricity to their custom
ers. Traditionally, the custoner paid one conbined rate for
both the power and its delivery, thus the industry refers to
such sales as "bundled.” To the extent that bundl ed sales are
made directly to the end user of the electricity, they are al so
recogni zed as retail sales. Uilities may also sell the electrici
ty they generate at wholesale to other utilities or other
resel l ers of power, which then resell that power to their own
customers. Thus, the sanme utility may use its facilities to
serve both retail and whol esal e custoners. Vertically inte-
grated utilities use their transmssion facilities to nove el ec-
tricity over long distances, and use local distribution lines to
deliver the electricity to the end user

Even before Congress enacted the FPA, the Suprene
Court held that states could not regul ate whol esal e sal es of
electricity. See Public Uils. Commn of RI1. v. Attleboro
Steam & Elec. Co., 273 U S. 83 (1927). A few years later in
1935, Congress included in the FPA a provision giving the
Federal Power Comm ssion, FERC s predecessor agency, the
authority to regulate "the sale of [electric] energy at whol e-
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sale," as well as "the transm ssion of electric energy in
interstate commerce.” FPA s 201(a), 16 U.S.C. s 824(a)

(1994). Congress also limted federal regulation "to those nat-
ters which are not subject to regulation by the States,"” id.

and reserved to the states "jurisdiction ... over facilities
used for the generation of electric energy or over facilities
used in local distribution or only for the transm ssion of
electric energy in intrastate comerce...." FPA s 201(b),

16 U.S.C. s 824(b). Pursuant to these provisions, FERC has
regul at ed whol esal e power sales and interstate transni ssions,
and state agencies have retained jurisdiction over bundl ed
retail transactions, including service issues and the intrastate
sale and distribution of electricity through |ocal distribution
facilities.

Initially, as nmpbst transactions involved either a whol esale or
aretail sale, and correspondingly transm ssion or |ocal distri-
bution facilities, this regulatory division of |abor was straight-
forward in application. Indeed, in 1935, when Congress
enacted the FPA, the networks of high-voltage, |ong-distance
transm ssion |lines which today crisscross the United States
did not exist. Instead, vertically integrated utilities individu-
ally built facilities sufficient to neet the power needs of their
customers. Over tinme, however, the | andscape of the electric
i ndustry changed.

Uilities decided to cover demand spi kes by sharing power,
rather than by building nore generation capacity. The trans-
m ssion grid devel oped fromthese arrangenents. Eventual -
ly, nonutility generators started producing electricity; and
power marketers began to buy and resell electricity to other
power marketers, utilities, or even directly to consumers.
These industry participants do not own transm ssion lines, so
they rely upon the utilities that own such facilities to provide
transm ssion services. |In addition to their traditional bun-
dl ed sales activity, vertically integrated utilities started
bundl i ng" their own services and devel opi ng their own power
marketing units to buy and sell electricity at whol esal e.
Sonme states even nandate unbundling of retail services. As
a result of these changes, facilities once used solely for |oca
distribution of bundled retail sales now engage regularly in

un-
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unbundl ed whol esal e transm ssions and retail delivery as well.
Thus, while the electricity world once neatly divided into
spheres of retail versus whol esal e sales, and | ocal distribution
versus transm ssion facilities, such is no |onger the case.

In Order 888, FERC reinterpreted FPA s 201 to accom
nodate the new i ndustry practices and conditions. FERC
left the regulation of bundled retail transm ssions to the
states, concluding that "when transnmission is sold at retail as
part and parcel of the delivered product called electric ener-
gy, the transaction is a sale of electric energy at retail.”
Order 888, p 31,036 at 31,781. Nevertheless, FERC asserted
jurisdiction over all unbundled retail transm ssions, and |eft
to the states only the sales portion of unbundled retai
transactions, on the ground that FPA s 201 gives it jurisdic-
tion without qualification over all transm ssion by public
utilities in interstate conmerce. See id. Also, wile ac-
know edgi ng that FPA s 201(b) explicitly places retail trans-
m ssions by "facilities used in |local distribution" beyond the
Conmi ssion's jurisdiction, FERC adopted a seven factor jur-
isdictional test for determning which facilities fall within that
category, and cl ainmed exclusive authority over those that do
not. See id. at 31,780, 31,784. In the present litigation, each
of these changes is challenged, with some petitioners claimng
that FERC went too far, and others contending that the
Conmi ssion did not go far enough in asserting jurisdiction

A Bundl ed Retail Sal es

Several state regul atory comn ssions conplain that FERC
exceeded the boundaries of its statutory authority by assert-
ing jurisdiction over unbundl ed retail transm ssions. These
state petitioners argue that the plain nmeaning and history of
FPA s 201(a) gives FERC the authority to regulate only
transm ssions of electricity consumed in a state other than
that in which the electricity was generated, if the transm s-
sion was not otherw se subject to state regulation. The
states historically have regulated retail transm ssions as part
of bundled retail sales of electricity, while FERC has regul at -
ed whol esal e transm ssions; and the division of regulatory
jurisdiction should not change nerely because those transac-
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tions have now been unbundl ed i nto separate generation
transm ssi on, and sal es conponents.

Two groups of transm ssion dependent utilities, TAPS and
TDU Systens, and the nation's |argest power whol esal er
Enron Power Marketing (collectively the "unbundling and
di scounting" or "U&D' petitioners), both intervene on the
side of FERC with respect to the states' claim and separate-
Iy challenge FERC s interpretation of its jurisdiction on
di fferent grounds. The U&D petitioners contend that FERC

inmpermssibly limted its jurisdiction by |eaving the regul ation

of bundled retail transm ssions to the states. These parties
mai ntain that FERC has the authority to regulate both

bundl ed and unbundl ed retail transm ssions, and that FERC
violates FPA's 206 by limting the scope of Order 888 to the
latter. To establish that bulk transm ssion by utilities is
transm ssion in interstate conmerce regardl ess of whet her

the power is sold at wholesale or retail, the U& petitioners
cite particularly FPC v. Florida Power & Light Co., 404 U.S.
453 (1972), and Jersey Central Power & Light Co. v. FPC, 319
U S 61 (1943), two of the cases relied upon by FERC in the
Noti ce of Proposed Rul enaking, p 32,514 at 33,135-42. As
further support that FERC s jurisdiction extends to all inter-
state transm ssions, the U& petitioners of fer NGA prece-
dent recognizing FERC s authority over all interstate gas
transportation, if not the gas being transported. See, e.g.
FPC v. Louisiana Power & Light Co., 406 U.S. 621, 636

(1972); United Distribution Cos. v. FERC, 88 F.3d 1105, 1153
(D.C. CGr. 1996) (UDC); M ssissippi R ver Transm ssion

Corp. v. FERC, 969 F.2d 1215 (D.C. Cr. 1992). These
petitioners contend that excluding bundled retail transm s-
sions fromthe QATT will permt discrimnation and give
owners a conpetitive advantage, contrary to the mandate of
FPA s 206(a) that FERC elim nate undue discrimnation
Accordingly, the U& petitioners claimthat FERC erred

when it declined to mandate functional unbundling for an
owner's transm ssions to bundled retail custonmers of (1) its
own generated power or (2) power purchased at whol esal e.

In response to these chall enges, FERC maintains that the
pl ai n meani ng of FPA s 201 gives the Conm ssion jurisdic-
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tion over all interstate transm ssions wthout qualification
while at the same tinme limting jurisdiction over sales to
whol esal e sales. Relying particularly on Florida Power &

Li ght and Jersey Central Power & Light, FERC asserts

broad jurisdiction over all transm ssion activities in interstate

commerce. As for bundled retail sales, FERC s position is
that once the transm ssion service is bundled with generation
and |l ocal distribution, it becomes nerely a conponent of the
retail sale itself, over which FERC has no jurisdiction

FERC mai ntai ns that natural gas jurisprudence is inapplica-
bl e because the | anguage of the NGA and FPA differ on this

i ssue, and the natural gas cases turned on the existence of a
regul atory gap that does not exist in the electricity field.
FERC al so asserts that its interpretation of the FPA's juris-
dictional grant is entitled to deference under Chevron U S. A
Inc. v. Natural Resources Defense Council, 467 U. S. 837
(1984).

Both FPA s 201(a) and (b) clearly and unanbi guously
confer upon FERC jurisdiction over the "transm ssion of
electric energy in interstate coomerce.”™ FPA s 201(c) fur-
ther provides that "electric energy shall be held to be trans-
mtted in interstate conmerce if transmtted froma State and
consumed at any point outside thereof.” 16 U. S.C. s 824(c).
In both Florida Power & Light and Jersey Central Power &
Light, the Supreme Court considered whet her certain indirect
transm ssions of electrical power across state |lines represent-
ed transm ssions in interstate comerce.

Jersey Central Power & Light involved the transm ssion of
energy generated by Jersey Central in New Jersey. Jersey
Central transmitted electricity to the New Jersey transm s-
sion facilities of another conpany, Public Service, which then
transmtted the power first to another of its New Jersey
facilities, and then on to a facility owned by yet a third
conpany and located in the mddle of a body of water
separating New Jersey from Staten |sland, New York. The
third conpany in the chain then transmtted the energy first
toits own facilities in New York, then finally and ultimately
to consuners in New York. Jersey Central's own transm s-
sion facilities were located solely in New Jersey, as were
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the facilities used by Public Service to receive the transm s-
sions from Jersey Central

The Suprene Court recogni zed that Jersey Central had no
control over the transm ssions' destination once the electricity
was delivered to Public Service, see Jersey Central, 319 U. S.
at 65, and that the total flow of electricity from Jersey
Central to New York was small. See id. at 66. Neverthel ess,
because sone electricity generated by Jersey Central in New
Jersey was consuned in New York, the Court upheld
FERC s jurisdiction under FPA s 201 over Jersey Central's
transm ssion facilities as utilized for transmi ssions in inter-
state commerce. See id. at 67. The Court said that, under
FPA s 201(a) and (b), FERC s power extends over all facili-
ties "which transmt energy actually noving in interstate
commerce.” 1d. at 72. The Court enphasi zed, however, that
"mere connection" of one utility's transmssion facilities to
those of another transmitting in interstate comrerce was
insufficient for jurisdiction under FPA s 201. 1d.

The Court revisited the issue in Florida Power & Light,
whi ch involved certain Florida and Georgia utilities who
voluntarily connected their transm ssion facilities to coordi -
nate their activities and exchange power as required to neet
tenmporary needs. Like Jersey Central, FP&L's transm ssion
facilities were confined to Florida, and none of FP&L'Ss
transm ssion lines directly connected with those of out-of-
state conpani es. Neverthel ess, because FP& was a mem
ber of a group of interconnected utilities, its transm ssion
lines connected with those of other Florida utilities; and the
lines of one of those other utilities, Florida Power Corp.

i nterconnected just short of Florida's northern border with
t hose of Georgia Power Co. Records indicated that power
transfers between FP&L and Fl ori da Power coincided with
transfers between Florida Power and CGeorgi a Power.

In Jersey Central, logs of the rel evant conpani es denon-
strated at | east a dozen occasions when facilities in New York
drew power fromcertain lines at tinmes when Jersey Central
was the only supplier of electricity to those lines. See
Fl orida Power & Light, 404 U S. at 459. By way of contrast,
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there was no simlar evidence that power generated by FP&L
specifically passed through Florida Power to Georgi a Power,
with Florida Power serving as a nere conduit. See id. At
best, conpany records denonstrated instances when trans-
fers between FP& and Fl orida Power occurred at or about
the sane tinme as transfers between Florida Power and
Ceorgia Power. See id. at 457.

Instead, the Court considered two theories by which
FP&L's power could be deened transnmitted across state
lines. The first posited a cause and effect relationship by
which every flick of a light switch woul d cause every genera-
tor on a nulti-state interconnected systemto produce sone
quantity of additional electricity to maintain the systenis
bal ance, and thus to transnit electric energy throughout the
system and across state lines. The second theory suggested
that where the transmission lines of two utilities interconnect,
their energy comm ngles, such that inevitably sone energy
transmtted by FP& to Florida Power was then transmtted
to Georgia Power and across state |ines.

Despite its statenment in Jersey Central that "nere connec-
tion determnes nothing,” 319 U S. at 72, the Court relied on
the second of these theories to conclude that FP&L's facilities
were transmtting energy in interstate comerce, and |eft
open the possible validity of the cause and effect theory. See
404 U. S. at 462-63. Witing in dissent, Justice Dougl as
characterized the Court's opinion as "nean[ing] that every
privately owned interconnected facility in the United States
. is within the [Federal Power Conm ssion's] jurisdiction,"”
such that otherwi se local utilities would now be subject to the
mandat es of the federal bureaucracy. |Id. at 471 (Douglas, J.,
di ssenting).

The Suprenme Court has interpreted the | anguage in FPA
s 201 regarding FERC s jurisdiction over transm ssions in
interstate commerce. W are bound by the High Court's
dictates to conclude that the FPA gives FERC the authority
to regul ate the transm ssions at issue here, whether retail or
whol esale. Even if the Court had not so spoken, however,
and even if we independently concluded that the statute's text
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was |l ess than clear, it is the law of this circuit that the
deferential standard of Chevron U S.A Inc. v. Natural Re-
sources Defense Council, 467 U. S. 837 (1984), applies to an
agency's interpretation of its own statutory jurisdiction. See
Gkl ahoma Natural Gas Co. v. FERC, 28 F.3d 1281, 1283-84
(D.C. Cr. 1994). As guided by Chevron, unless Congress has
directly spoken to the contrary, or FERC has unreasonably

or inpermssibly interpreted the statute, we nmust defer to

t he Conmi ssion's construction of anmbi guous provisions of the
FPA. See Chevron, 467 U S. at 842-43. |In this age of

i nterconnected transm ssion grids, and given the acconpany-

i ng technol ogi cal conplexities, we would be hard pressed to
conclude that FERC s interpretation of s 201(c) as giving it
jurisdiction over both wholesale and retail transm ssions is
unr easonabl e or i npermni ssible.

Nevert hel ess, we are not persuaded that this concl usion
requi res FERC to mandate unbundling and assert jurisdic-
tion over all retail transm ssions. Just as FPA s 201 gives
FERC jurisdiction over transm ssions in interstate comerce
and sal es at wholesale, the statute also clearly contenpl ates
state jurisdiction over local distribution facilities and retai
sales. The statute is much | ess clear about exactly where the
lines between those activities are to be drawn. A regul ator
coul d reasonably construe transm ssions bundl ed with genera-
tion and delivery services and sold to a consunmer for a single
charge as either transm ssion services in interstate comerce
or as an integral conponent of a retail sale. Yet FERC has
jurisdiction over one, while the states have jurisdiction over
the other. FERC s decision to characterize bundled trans-
m ssions as part of retail sales subject to state jurisdiction
therefore represents a statutorily pernissible policy choice to
whi ch we nmust al so defer under Chevron. Accordingly, we
affirm FERC s decisions in Order 888 to assert jurisdiction
over unbundl ed retail transm ssions while |eaving regul ation
of bundled retail transm ssions to the states.

B. Local Distribution Facilities

FPA s 201(b) explicitly excludes from FERC jurisdiction
"facilities used in local distribution or only for the transm s-
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sion of electric energy in intrastate conmerce.” 16 U S.C.

s 824(b)(1). Historically, whol esale sales have not for the
nost part involved |local distribution facilities. FERC clains
that increased unbundling gives resellers the opportunity to
reconfigure the whol esal e sales so that they m ght now occur
on those facilities which traditionally have been treated as

| ocal distribution facilities. Mreover, FERC s assertion of
jurisdiction over the transm ssion conponent of unbundl ed
retail sales blurred the Iine between |ocal distribution facili-
ties and facilities used for transmssion in interstate com
ner ce.

In Order 888, FERC clai med exclusive authority over the
regul ation of facilities which sell and transmt electricity at
whol esal e to custoners who will resell the electricity to end
users. Wth respect to unbundled retail sales, FERC ac-
know edged that transm ssions by "facilities used in |oca
di stribution"” are beyond the Commi ssion's jurisdiction, while
facilities engaged in interstate transm ssion are subject to
FERC jurisdiction under FPA s 201(a). Thus FERC
adopted a seven factor jurisdictional test to identify whether a
facility is a local distribution facility subject to state jurisdic-
tion or a facility engaged in interstate transm ssion subject to
FERC jurisdiction.6 1In short, under O der 888, when a

6 The Conmm ssion's seven factor test involves evaluating on a
case-by-case basis whether the activities of the facilities in question
correspond with seven specific indicators of local distribution

(1) Local distribution facilities are normally in close proximty
to retail custoners.

(2) Local distribution facilities are primarily radial in charac-
ter.

(3) Power flows into local distribution systens; it rarely, if
ever, flows out.

(4) When power enters a local distribution system it is not
reconsi gned or transported on to sonme other narket.

(5) Power entering a local distribution systemis consunmed in a
conparatively restricted geographical area.

(6) Meters are based at the transm ssion/local distribution
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public utility is engaged in whol esal e transm ssion, FERC has
jurisdiction regardl ess of the nature of the facility; but when
the public utility is engaged in unbundled retail transm ssion
the facts and circunstances will determ ne whether the facili-
ties are subject to FERC or state jurisdiction.

The state petitioners argue that FERC s dual approach
radi cally expands its jurisdiction and viol ates Congress' ex-
plicit directive in FPA s 201(b) that regulation of l|ocal distri-
bution facilities be left to the states. The states contend that
Congress clearly intended to preserve state jurisdiction over
| ocal distribution facilities, regardl ess of whether the energy
cones fromout of state or the sale is a whol esale sale. The
states maintain that, by claimng jurisdiction over any facility
transporting energy for resale, regardl ess of whether the
facility mght otherwi se be a local distribution facility under
the seven factor test, FERC has adopted the circul ar reason-
i ng that whol esal e sal es do not occur on |ocal distribution
facilities, so any facility that engages in whol esale activities is
not a local distribution facility. The states contend further
that FERC of fers no reasoned anal ysis of why |ocal distribu-
tion should be defined differently for whol esal e versus retai
sales. The states finally charge that, under Order 888, nearly
identical facilities would be under federal jurisdiction and
state jurisdiction for different customers receiving indistin-
gui shabl e service. Such a situation, they contend, will only
encour age energy nmarketers to choose their regul ator by
using mddlenen to shift the point at which title to the power
transfers, and thus underm ne the jurisdictional certainty that
Order 888 states is necessary for conpetition.

FERC responds that it is not asserting jurisdiction over
| ocal distribution facilities, but asserts that when a public
utility delivers unbundl ed energy at whol esale to a supplier
for the purpose of resale to an end user, FPA s 201 gives
FERC unqual ified authority to assert jurisdiction over the
facility used to effect that transaction. Wen the public
utility is engaged in unbundled retail transm ssion, however,

interface to neasure flows into the local distribution system
(7) Local distribution systens will be of reduced voltage.

O der 888, p 31,036 at 31, 981.

the circunstances of a specific case will determ ne whether
the facilities used are subject to FERC or state jurisdiction
The argunents by the states do no nore than raise policy
concerns which are for FERC and not the court. See Arent

v. Shalala, 70 F.3d 610 (D.C. Cr. 1995).

Intervening again on FERC s behalf on this issue, the
U&D petitioners add that FERC s use of different tests is
appropriate given the differences in the two separate jurisdic-
tional grants of FPA s 201. The intervenors argue that,
given the statute's clear grant to FERC of jurisdiction over
all aspects of wholesale sales, FERCis fully justified in
enpl oying a functional test to identify whol esal e transm s-
sions. In contrast, because FERC s jurisdiction over retai
sales is limted to transmssions in interstate commerce, the
seven factor test is nore appropriate.
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We agree that FERC s dual approach to assessing its
jurisdiction stems fromthe fact that FPA s 201 contains
nmore than one jurisdictional grant. FPA s 201(b) denies
FERC jurisdiction over local distribution facilities "except as
specifically provided in this subchapter and subchapter 111."
16 U.S.C. s 824(b)(1) (enmphasis added). FPA s 201(a)
makes clear that all aspects of whol esale sales are subject to
federal regulation, regardless of the facilities used. FERC s
assertion of jurisdiction over all whol esal e transm ssions,
regardl ess of the nature of the facility, is clearly within the
scope of its statutory authority. Mreover, various cases
support the proposition that FERC regul ates all aspects of
whol esal e transactions. See, e.g., Duke Power Co. v. FPC,
401 F.2d 930, 935-36 (D.C. Gr. 1968) (noting that the FPC
regul ates public utility facilities used in whol esale transm s-
sions or sales in interstate commerce); Arkansas Power &
Light Co. v. FPC, 368 F.2d 376, 383 (8th Cir. 1966) (stating
that the functional use of the transm ssion |ines--wholesale
versus retail--controls); Wsconsin-Mchigan Power Co. V.
FPC, 197 F.2d 472, 477 (7th Gr. 1952) (finding that transm s-
sion facilities used at whol esale are not "local distribution
facilities").
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The seven factor test applies only to unbundled retail sales,
where FERC seeks to regul ate pursuant to the separate
grant of jurisdictional authority over transmssions in inter-
state commerce. In this context, the definition of "facilities
used in |local distribution" beconmes relevant. The statute
does not define "facilities used in |ocal distribution," but
instead | eaves that task to FERC. As Chevron counsel s us,
FERC s interpretation of undefined and anbi guous statutory
terns is entitled to deference. See Chevron, 467 U. S. at 842-
43.

FERC has adopted a multi-factor test to determ ne the

nature of transm ssion facilities. |In a footnote, Order 888
says that distribution-only facilities which sell only at retai
will still be considered local distribution facilities. See O der

888, p 31,036 at 31,981 n.99. This is consistent with the fact
that states historically have regul ated bundled retail sales to
end users. However, Order 888 inplicitly recognizes the
current reality that many primarily retail utilities engage in
both | ocal distribution and interstate transm ssions, and seeks
t hrough the seven factors to discern each facility's primary
function. W cannot agree with the state petitioners that this
approach is unreasonabl e or otherw se inperm ssible.

V. Reciprocity

Section 6 of the Tariff contains a reciprocity provision
resting on the principle that any public utility offering "non-
di scrimnatory open access transm ssion for the benefit of
custoners should be able to obtain the sanme non-
discrimnatory access in return." Oder 888, p 31,036 at
31,760. Non-public utilities--those outside the Conm ssion's
jurisdiction because, for instance, they are state-owned, see 16
US. C s 824(f)--would otherwi se not have to of fer open-
access. Under the Tariff, a public utility does not have to
of fer them access unless they reciprocate. 1In order to avoid
controversi es between public and non-public utilities regard-
ing reci procal service, the Conm ssion adopted a vol untary
"saf e harbor" provision pursuant to which non-public utilities
could submit a transmission tariff to the Conmission for a
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determ nati on whether it satisfied the reciprocity condition

If it did, the public utility would have to offer service; if it did
not, the public utility could refuse service (although it had the
option of waiving the reciprocity condition, as did the Com

m ssion itself).

A I ndi rect Regul ation of Non-Jurisdictional Uilities

Nebraska Public Power District (NPPD), a state entity,
provi des electrical generation, transm ssion and distribution
service to wholesale and retail custoners throughout Nebras-
ka.7 It clainms that the Conm ssion, through the reciprocity
provi sion, has reached beyond its statutory authority and is
illegally attenpting to regulate entities, including NPPD, over
whi ch the Conm ssion has no jurisdiction, in violation of the
Federal Power Act and the Tenth Amendnent to the Consti -
tution. NPPD admts that pursuant to Nebraska |aw, al
state power districts are obligated to provide open access
transm ssion service. They have been doing so for years.
This is doubtless why, after Order No. 888 issued, another
Nebraska public power district so easily obtained a safe
har bor declaration. See Oraha Pub. Power Dist., 81
F.ERC p 61,054 (1997). In light of this, the Conm ssion
argues--and we agree--that NPPD s petition is unripe.

Since NPPD al ready offers open access transmission, it is far
fromcertain that the reciprocity provision will have any effect
onit.8 It certainly has not denonstrated any particul ar
hardship that it would suffer if we refused to engage in pre-
enforcenent judicial review See AT&T Corp. v. lowa Uils.

Bd., 525 U. S. 366, 386 (1999). Fromall that appears, no
public utility has refused, or even threatened to refuse, to
gi ve NPPD access to its transm ssion systemin the wake of

7 "Nebraska is unique anpobng the States in the Union in that al
generation, transm ssion and distribution service is provided by
public entities, municipalities and cooperatives whose governing
boards are responsible to, and serve at the voting pleasure of, the
rate-payers they serve.” NPPD Brief at 2.

8 The Conmmi ssion nade clear that existing contracts will not be
affected. See Order 888-A, p 31,048 at 30,181
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Order No. 888.9 Gven the fact that public utilities may waive
the reciprocity provision anyway, and that NPPD has the

same option of obtaining a safe harbor as did the Omha

Public Power District, we are not persuaded that the provi-

sion is currently altering NPPD s conduct of its affairs or that
wi thholding judicial review wi |l cause it any hardshi p what ev-
er. "Unlike the drug manufacturers in Abbott Laboratories

[v. Gardner, 387 U.S. 136 (1967)], but like the cosnetics
conpanies in Toilet Goods Ass'n v. Gardner, 387 U S." 158,

164 (1967), NPPD need not change its "behavior or risk costly

sanctions.” Cean Air Inplenmentation Project v. EPA, 150
F.3d 1200, 1205 (D.C. Gr. 1998). Furthernore, exactly how
the Conmission will fill in the contours of the reciprocity

provision remains to be seen. That it may defer to state
conmi ssions, as it indicated in Houston Lighting & Power

Co., 81 F.ERC p 61,015 (1997), order on reh'g, 83 F.E R C
p 61,181 (1998), affects NPPD s contention that the Conm s-
sion is seeking to bring about nationw de uniformty by
forcing non-public utilities to conply with its "detail ed nan-
dates.” NPPD Brief at 5. W therefore believe the issues
rai sed woul d benefit froma nore concrete setting in which
NPPD can denonstrate exactly how the reciprocity provision
has affected its primary conduct. See Cean Air |nplenen-
tation Project, 150 F.3d at 1204. For all these reasons,
NPPD s chall enge to the reciprocity provision is not ripe for
judicial review.

B. Limtation on Reciprocity

The Investor Owmed Uilities (1QUs) challenge the foll ow
ing limtation on reciprocity: non-public utilities owe recipro-
cal open access only to the public utility fromwhich they take
open access service--not to all utilities. See IQU Brief at 40-
44; 10U Reply Brief at 18-20. These petitioners argue that
t he Conmi ssion has |eft open the door for non-public utilities

9 For this reason we find unpersuasive NPPD s claimthat the
Tariff's reciprocity provision places it at a di sadvantage in negoti a-
tions because a public utility may sinply refuse to provide service
wi t hout any fear of a Conmi ssion enforcenment action. See NPPD
Reply Brief at 4-5.
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to discrimnate against all other utilities and that it has done
so sol ely because of tax considerations that no | onger apply.

We agree with Conmi ssion counsel that tax considerations
were not the only basis on which the Conm ssion's [imtation
rested. The Conmission stated that "the reciprocity require-
ment strikes an appropriate balance by Iimting its application
to circunmstances in which the non-public utility seeks to take
advant age of open access on a public utility's system™"™ O der
888, p 31,036 at 31,762. The Comni ssion al so expl ai ned that
it "do[es] not have the authority to require non-public utilities
to make their systens generally available.” 1d. at 31,761
The Conmi ssion stated also that it did not want broad open
access reciprocity to jeopardi ze the tax-exenpt financing non-
public utilities enjoy, 10 that the IRS was then reexam ning the
gquestion, id. at 31,762, and that if the tax issue is favorably
resolved, it will reconsider the matter. Order 888-A,

p 31,048 at 30,287. The IRS has now acted. See Tenporary
Regul ations s 1.141-7T(f), in 63 Fed. Reg. 3256 (1998). The
| QUs argue that we must therefore remand for reconsidera-
tion. See QU Brief at 44 (citing Panhandl e Eastern Pi pe-
line v. FERC, 890 F.2d 435, 439 (D.C. Gr. 1989); Nationa
Fuel Gas Supply Corp. v. FERC, 899 F.2d 1244, 1249-50

(D.C. Gr. 1990); OCba-Geigy v. EPA 46 F.3d 1208 (D.C. Cir.
1995)).

We think not. So far as we know, the IRS has not finalized
its tenporary and proposed regul ations. The I RS acknow -
edges that its tenporary regulations "raise[ ] a nunber of
conpl ex techni cal issues" many of which "may need to be
addressed legislatively" and it anticipates that the finalization
process will take three years to acconplish. 63 Fed. Reg. at
3258-59. Second, as the Commi ssion indicates, the possible
tax consequences of requiring open access from non-
jurisdictional utilities was its secondary concern. The Com
m ssion's greater concern was its lack of jurisdiction to do
what the 10OUs ask. And lastly the Conm ssion should be
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taken at its word that it will reconsider the scope of reciproci-
ty when and if the tenporary tax regul ations are finalized.

V. Stranded Cost Recovery Provisions

Ordering open access transm ssion, Order 888-A explains
that "[t]he nmpst critical transition issue that arises as a result
of the Conmi ssion's actions in this rulemaking is howto dea
wi th the uneconom c sunk costs that utilities prudently in-
curred under an industry reginme that rested on a regul atory
framework and a set of expectations that are being funda-
mentally altered.” Order 888-A p 31,048 at 30,346. "If a
fornmer whol esal e requirenents custoner or a fornmer retai
customer uses the new open access to reach a new supplier,”
FERC said, "we believe that the utility is entitled to recover
legitimate, prudent and verifiable costs that it incurred under
the prior regulatory reginme...." Oder 888, p 31,036 at
31, 789.

According to FERC, these "stranded" costs consist pre-
dom nantly of costs of building generation capacity, which
utilities incurred with the expectation that they would use the
additi onal capacity to serve existing custoners. See Notice of
Proposed Rul enaki ng, Recovery of Stranded Costs by Public
Uilities and Transmitting Uilities, FERC Stats. & Regs.
p 32,507 at 32,863-64, 59 Fed. Reg. 35,274 (1994) ("Stranded
Cost NOPR'). Because of the increased conpetition in the
generation market that will result from open access, this
capacity may becone underutilized or uneconomcal, i.e.
"stranded." Stranded costs al so include nonrecurring costs
approved by regulators that, in order to avoid rate increases,
were recovered over a period of years instead of at the tine
t he expenditures were made. Known as "regul atory assets,"”
t hese costs include deferred i ncome taxes, deferred pension
and ot her enpl oyee benefit and retirenment costs, research
and devel opnent, extraordinary property |osses, and the
phase-in of new plant costs. Nucl ear decomm ssioning costs
and costs to buy out high-priced fuel and power contracts
may al so becone stranded as a result of open access.
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Exercising its exclusive jurisdiction over whol esal e power
sal es, FERC through Order 888 gave utilities the opportunity
to recover their stranded costs from fornmer whol esal e cus-
tomers who take advantage of open access transmission to
purchase power from other suppliers. Oder 888, p 31,036 at
31,810. Wth respect to stranded costs resulting from state-
ordered retail wheeling, Oder 888 provides that FERC wi |l |
consi der stranded cost clains only when state regul atory
agencies |lack authority to do so. 1Id. at 31,824-25. Oder 888
al so designated FERC as the primary forumfor stranded
cost clains stenming fromwhat are known as new nuni ci pal -

i zations and nuni ci pal annexations. See O der 888-A

p 31,048 at 30,404; Oder 888-B, 81 FERC at 62, 104.
Stranded costs in these situations result fromretail (as
opposed to whol esal e) power sales.

Petitioners challenge nearly every aspect of FERC s
stranded cost policy as set forth in Order 888, fromthe
mechani cs of cal cul ati ng custonmers' stranded cost obligations
to whether FERC has authority to address stranded costs at
all. W begin with those challenges that relate to the recov-
ery of whol esal e stranded costs (Section V.A), then turn to
chal l enges to Order 888's treatnment of retail stranded costs
(Section V.B). W affirmFERC s stranded cost policy in al
respects, except we vacate that portion of the orders dealing
with the treatment of energy costs in the market option and
remand to FERC for further explanation. See Section
V. A 5. c.

A Whol esal e Stranded Costs

In requiring nondi scrimnatory open access transm ssion as
a renedy for undue discrimnmnation, FERC recognized that it
"cannot change the rules of the game w thout providing a
mechani sm for recovery of the costs caused by such
regul at ory- mandat ed change."” Order 888-A, p 31,048 at
30,346. Under the pre-open access regulatory reginme, utili-
ties entered into long-termcontracts to make whol esal e pow
er sales to nunicipal, cooperative, and investor-owned utili -
ties. See Stranded Cost NOPR, p 32,507 at 32,862. Because
t hese custoners had no source of power supply other than
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their historic utility, these contracts were typically extended
at the end of their term This produced an inplicit obligation
by the utilities to continue satisfying their custoners' power
needs, as well as a reciprocal expectation by custoners of
continued service. See id. at 32,863-64. To satisfy expected
customer demand, utilities invested noney, built facilities, and
entered into long-termfuel or power contracts, relying on the
"regul atory conpact” under which utility sharehol ders accept -

ed lower rates of return on their investment in exchange for

the certainty of regulated rates and resulting ability to recov-
er prudently incurred costs. See Notice of Proposed Rul e-

maki ng, Pronoting Wol esal e Conpetition Through Open

Access Non-di scrimnatory Transm ssion Services by Public
Uilities; Recovery of Stranded Costs by Public Uilities and
Transmitting Uilities, FERC Stats. & Regs. p 32,514 at

33,049, 60 Fed. Reg. 17,662 (1995).

Order 888 fundanentally undermines utilities' expectation
of continued service and cost recovery. A utility's require-
ments customers may now use the utility's open access trans-

m ssion service to purchase power from other suppliers at the
end of their contract terns. |If custoners |eave before paying
their share of costs the historic utility incurred on their
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behal f, the utility will be left with stranded costs, which it wll

ei ther absorb or shift to remaining custoners.

Unless utilities are able to recover stranded costs, FERC
reasoned, their ability to conpete and attract investor capita
in a deregul ated market may be seriously inpaired. FERC
therefore decided that it had to "address recovery of the
transition costs of nmoving from a nonopol y-regul ated regine
to one in which all sellers can conpete on a fair basis and in
which electricity is nore conpetitively priced.” O der 888,

p 31,036 at 31,635. 1In reaching this conclusion, FERC relied
on its experience in restructuring the natural gas industry,
where this court faulted it for failing to provide transitiona
mechani sms such as stranded cost recovery. FERC ex-

pl ai ned: "W have | earned fromour experience in the natura
gas area the inportance of addressing conpetitive transition

i ssues early and with as nuch certainty to market partici-
pants as possible.” 1d.
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In shaping its stranded cost recovery mechani sm FERC
had to bal ance two conpeting interests: speeding the transi-
tion to conpetition versus protecting utilities that had in-
curred costs with the expectation that their custonmers woul d
remai n and eventual ly pay those costs through electricity
rates. Allow ng recovery of stranded costs, FERC acknow -
edged, would delay full realization of the benefits of open
access--lower electricity rates--because custoners facing
stranded cost liability m ght continue purchasing power from
their historic utility even though conpetitors are selling
power at |lower rates. See Order 888-A, p 31,048 at 30, 355.
I ndeed, a customer would only switch suppliers if the conpet-
itor offered a rate less than the historic utility's rate plus the
customer's stranded cost liability. But given the highly regu-
| ated nature of the electricity industry, in which utilities
incurred costs with the expectation of recouping them FERC
concl uded that the delay was a necessary conponent of its
open access program See id. Mndful of its ultimte goal of
converting the electricity industry into a conpetitive market,
however, FERC fashioned the stranded cost recovery provi-
sions to be transitional, allowing utilities to recover stranded
costs only in connection with whol esal e requirements con-
tracts entered into on or before July 11, 1994 (the date of the
stranded cost notice of proposed rul emaking). See 18 C.F. R
s 35.26(b)(8), 35.26(c)(1)(v)-(vi).

As to precisely who should pay for stranded costs, utilities
and custoners not surprisingly had dramatically different
positions. Customers argued that utilities should absorb
nmost, if not all, stranded costs. Uilities (and their investors)
argued that custoners shoul d pay.

Faci ng an enornously difficult task in bal ancing these
sharply conflicting positions, FERC crafted a rule that re-
quires custoners to pay stranded costs but only in certain
ci rcunstances. Mbst inportant, in order to recover stranded
costs froma customer, the historic utility must prove that it
had a reasonabl e expectati on of continued service to that
particul ar customer for a certain nunber of years beyond the
end of the contract term a utility unable to prove such an
expectation may not recover stranded costs under O der 888.
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See 18 CF.R s 35.26(c)(2)(i). Mreover, a utility able to
denonstrate a reasonabl e expectation of continued service

may recover stranded costs only if its whol esal e custoner
actual |y takes advantage of the utility's open access tariff to
obtain access to a new generation supplier at the end of its
contract term(i.e., the fornmer custoner continues to use the
historic utility's transm ssion service but no | onger purchases
power fromit). See 18 CF.R s 35.26(b)(1)(i). Through

these two limtations, FERC bal anced the interests of utilities
and custoners by allowing utilities to recover their stranded
costs only if they can denonstrate a reasonabl e expectation of
continued service and requiring custonmers to pay those costs
only if they take advantage of their historic utility' s open
access transmission to reach cheaper sources of power. And

of course, no custormer will have to pay stranded costs at all if
it continues purchasing power fromits historic utility

t hr oughout the period during which the utility has a reason-
abl e expectation of continued service--precisely what the
customer woul d have done in the absence of Order 888's open
access requirenent.

Under Order 888, stranded costs are calculated on a "reve-
nues lost" basis. A departing custoner's stranded cost obli -
gation equals the estimted revenue it would have paid had it
continued to purchase power fromthe historic utility m nus
the current market value of the power it would have pur-
chased, calculated over the period the utility is determned to
have a reasonabl e expectation of continued service to that
customer. See 18 CF. R s 35.26(c)(2)(iii). 1In other words,
the stranded cost formula is not tied to particular stranded
assets or contractual commitnents, but rather awards utilities
the difference between the pre-open access cost-based rate
and the post-open access narket rate. Once a custoner's
stranded cost liability is calculated, it may pay through a
| unp-sum paynent, installnment paynents, or a surcharge to
the transmi ssion rate charged by the historic utility. See
Order 888, p 31,036 at 31, 799.

Before turning to petitioners' argunments, we enphasize
what shoul d be obvious fromthe foregoing sunmary of O der
888: (Order 888 awards stranded costs to no one. It does
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not hi ng nore than establish a mechanism by which utilities
may seek to recover stranded costs. To recover stranded
costs, a utility nust denonstrate its continued expectation of
service at an evidentiary hearing. The custoner may appear

at that hearing and, through evidentiary subm ssions of its
own, attenpt to denonstrate that the utility had no such
expectation. Only after such a hearing may FERC deci de

whet her a utility can recover stranded costs and, if so, how
nmuch.

Petitioners mount many challenges to Order 888's stranded
cost recovery provisions. For purposes of analysis, we group
these challenges into five categories: (1) challenges to
FERC s authority to provide for stranded cost recovery
(section V.A.1); (2) clainms that Order 888 conflicts with cost
causation principles and case | aw devel oped under the Natu-
ral Gas Act (section V.A 2); (3) challenges to FERC s Mobil e-
Sierra findings (section V.A . 3); (4) clainms that FERC arbi -
trarily and capriciously failed to provide for stranded cost
recovery by certain entities, such as transm ssion dependent
utilities and generation and transm ssion cooperatives (section
V.A. 4); and (5) challenges to various technical aspects of
Order 888's stranded cost recovery provisions (section V.A 5).

1. FERC s Authority to Provide for Stranded Cost Recovery

A group called Petitioners Qpposing Stranded Cost Recov-
ery ("POSCR') advances three challenges to FERC s authori -
ty to provide for stranded cost recovery: (1) as a factua
matter, utilities could never have had a reasonabl e expect a-
tion of continued service to whol esal e custonmers beyond the
contract terny (2) sections 206 and 212 of the Federal Power
Act ("FPA") forbid stranded cost recovery; and (3) our
decision in Cajun Elec. Power Coop., Inc. v. FERC, 28 F.3d
173 (D.C. Cir. 1994), holds that stranded cost recovery is
anticonpetitive. W consider each argunment in turn

a. Reasonabl e expectation of continued service

To recover stranded costs relating to a specific departing
whol esal e requirenments custoner, a utility must show that it
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had a reasonabl e expectation of service to that custonmner
beyond the termof its existing contract. See 18 C F. R

s 35.26(c)(2)(i). Pointing out that contracts define the extent
of the parties' obligations and that custoners have | ong
exercised their rights to purchase power from other suppliers
at the end of their contract ternms, POSCR contends that
utilities could never have had an expectation of service be-
yond their contract terns. |In considering this argunent it is
i nportant to renenber that Order 888 does not itself award
stranded costs; it merely establishes a procedure by which
utilities may petition FERC in individual proceedings to
recover stranded costs froma specific custoner based on a
specific evidentiary showing. Uilities failing to show an
expectation of continued service will be unable to recover
stranded costs. POSCR s challenge thus amounts to a claim
that no utility could ever, under any circunstances, have had
a reasonabl e expectation to serve a whol esal e custoner be-
yond the termof its contract. W review this claimunder
the APA's famliar arbitrary and capricious standard. See 5
US. C s 706(2)(A); WIllianms Field Services Goup, Inc. v.
FERC, 194 F.3d 110, 115 (D.C. Cr. 1999).

Responding to this sanme challenge in Oder 888-A FERC
explained that utilities historically had an inplicit obligation
to serve custoners beyond the contract termfor a sinple
reason: Custoners had no neans of reaching alternative
suppliers. See Order 888-A p 31,048 at 30,354. As part of
that obligation to serve, FERC found, a local utility "had a
concomtant obligation to plan to supply [its] customers
conti nui ng needs, and planned its systemtaking account of
t he whol esale load. In many cases the whol esal e custoners
partici pated by supplying load forecasts.” I1d. In naking
capital decisions and predicting future demand, utilities fre-
quently consulted with their whol esal e requi renents custom
ers. For these reasons, FERC concluded, utilities nmay have
a reasonabl e expectation of continued service to particul ar
custoners. See id. at 30, 354-55.

Not only is FERC s judgnent about utilities' reasonable
expectations precisely the type of policy assessnent to which
we owe great deference, but POSCR points to nothing sug-
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gesting that FERC s reasoning is arbitrary and capri ci ous.

In fact, POSCR s argunent conpletely ignores the highly

regul ated nature of the electricity industry prior to Order
888. Unlike conpetitive nmarkets, where buyers may freely
purchase from many sellers, the nonopolistic character of the
electricity industry, conbined with the congressionally im
posed regul atory structure, left requirenments custoners high-
|y dependent on a single supplier--their historic utility. In-
deed, as intervenors point out, utilities were even unable to
choose not to renew an expiring whol esal e requirenments
contract without first notifying FERC. See 18 C.F.R s 35.15
(1995) (repealed by Order 888). Although it may well be
true, as POSCR argues, that some whol esal e custoners have

| ong been able to purchase unbundl ed transni ssion service,

we think such evidence is best reserved for individual pro-
ceedi ngs, where a departing custoner can attenpt to refute
the utility's claimthat it had an expectation of continued
servi ce.

b. Sections 206 and 212 of the FPA

Section 206(a) of the FPA gives FERC authority to "deter-
m ne the just and reasonable rate, charge, classification, rule,
regul ati on, practice, or contract to be thereafter observed and
in force" if it finds that any existing arrangenent "is unjust,
unreasonabl e, unduly discrimnatory or preferential." 16
U S.C s 824e(a). Relying on section 206(a) as the basis for
Order 888, FERC found that utilities had used their nonopo-
Iy transm ssion power to discrinmnate against potential com
petitors and that such practices would increase as conpetitive
pressures in the industry increased. Oder 888, p 31,036 at
31, 676, 31, 682.

POSCR contends that Order 888's stranded cost recovery
provi sions thensel ves violate FERC s own construction of
section 206, the construction FERC relied on as the basis for
t he open access rule. According to POSCR, "[t]he stranded
cost rule perpetuates the very 'discrimnation' FERC found
unl awful , and subjects the same victins--custoners held
host age to unecononic electric generation by transm ssion
nmonopol i sts--to conti nued abuse."
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In challenging FERC s policy decision to provide for
stranded cost recovery, POSCR conflates the violation
(FERC s generic determnation that utilities' practice of pro-
hi biting access to their transm ssion lines on reasonable terns
was unduly discrimnatory) with the remedy (FERC s nore
limted finding that recovery of stranded costs in particular
ci rcunmst ances woul d not be unduly discrimnatory). FERC
has not, as POSCR contends, given "unduly discrimnatory”
different meanings; rather, it has applied the termin differ-
ent contexts.

POSCR s argunent thus boils down to a challenge to
FERC s conclusion that the stranded cost recovery pre-
scribed in Order 888 is not unduly discrimnatory, a challenge
meriting arbitrary and capricious review Viewed through
this lens, we think FERC nore than adequately expl ai ned
why it concluded that stranded cost recovery is not unduly
di scrimnatory--stranded cost recovery, FERC said, is transi-
tional only, follows cost causation principles, and requires
utilities to prove that they had a reasonabl e expectati on of
continued service. FERC faced an enornously difficult task.
It had to balance the transition to conpetitive markets
against the need to maintain the conpetitiveness of utilities
that had incurred costs based on a reasonabl e expectation
that they would recoup them W find nothing either arbi-
trary or capricious in how FERC struck this bal ance

POSCR next contends that stranded cost recovery viol ates
section 212 of the FPA, which governs the rates for transm s-
sion ordered by FERC pursuant to section 211. 16 U S.C
ss 824j - k. Section 212
allows FERC to order "rates, charges, ternms, and conditions
which permt the recovery by [a transmitting] utility of all the
costs incurred in connection with the transm ssion services
and necessary associ ated services, including, but not Iimted
to, an appropriate share, if any, of legitimate, verifiable and
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econom ¢ costs, including taking into account any benefits to
the transm ssion system of providing the transm ssion ser-
vice, and the costs of any enlargenent of transm ssion facili-
ties." 16 U S.C. s 824k(a). Contending that "economc

costs" cannot be read to include paynent of stranded costs,
which by definition relate to generation (not transm ssion)
services, POSCR reads section 212 to preclude stranded cost
recovery.

Strai ghtforward application of the Chevron doctrine denon-
strates the lack of merit in this argument. See Chevron
U S A, Inc. v. Natural Resources Defense Council, 467 U S
837 (1984). Because Congress has not "directly spoken to the
preci se question at issue"--do "econom c costs" include
stranded costs?--and because nothing in the statute pre-
cl udes recovering through transm ssion rates costs that were
traditionally recovered through generation rates, the term
"econom ¢ costs" is anbiguous. Id. at 842.

Proceeding to Chevron's second step, we ask whet her
FERC has reasonably interpreted the term"econonic costs."”
See id. at 843. W have no doubt that it has. As FERC
expl ai ned, but for section 211 wheeling orders, there would be
no stranded costs. Stranded costs, according to FERC, are
t heref ore econom c costs of section 211 wheeling. See O der
888-A, p 31,048 at 30,390. POSCR offers nothing to under-
mne this emnently reasonable interpretation of the statute.

C. I mplications of Cajun

Next, POSCR contends that our decision in Cajun Elec
Power Coop., Inc. v. FERC, 28 F.3d 173 (D.C. Cr. 1994),
condemms stranded cost recovery as anticonpetitive. A pre-
Order 888 decision, Cajun reviewed two tariffs allowing a
utility, Entergy Corporation, to sell power at market rates,
and a third tariff providing for open access to Entergy's
transm ssion services at cost-based rates. The third tariff
gave Entergy an opportunity to recover stranded costs from
customers who no | onger purchase power from Entergy but
use its transmssion lines to reach other suppliers--exactly
the circunstances in which Order 888 provides for stranded
cost recovery. Under the tariff, the stranded cost charge was
included in Entergy's transmission rate. See id. at 175-77.
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Characterizing the stranded cost provision as a "tying
arrangenent” under antitrust |law, Cajun explained that un-
der the tariff, Entergy could charge a former custoner for
the cost of generation services when the customer w shed to
purchase only transm ssion services; because Entergy has a
nmonopol y over transm ssion, custoners would have no choice
but to pay costs relating to generation they no | onger wanted
fromEntergy. 1d. at 177-78. Thus, because "Entergy coul d
use its monopoly over transm ssion services to elimnate
conpetition in the market for generation services," the net
effect of the tariffs may be anticonpetitive. 1d. at 176.

O significance to this case, however, we did not strike

down the tariffs. Instead, we remanded the case for FERC
to determ ne "how nmuch conpetition in fact is danpened” by
the stranded cost provision. 1d. at 178. Thus, contrary to

POSCR s suggestion, Cajun does not represent a bl anket
condemati on of stranded cost recovery; rather, recognizing
that such recovery could be anticonpetitive, Cajun directed
FERC to evaluate and justify the potential anticonpetitive
inmpact. This is precisely what FERC has done in Order 888.

It expressly considered the anticonpetitive effects of strand-
ed cost recovery. See Order 888-A, p 31,048 at 30, 372-74.
Then, stressing the transitional nature of the recovery and
the fact that recovery was conpelled by the open access

requi renent, which utilities could not have anticipated, FERC
concluded that the limted anticonpetitive effects of stranded
cost recovery were both a necessary and acceptabl e conse-
guence of the transition to conpetition. See id. Not only
has POSCR offered no evidence that would | ead us to ques-

tion FERC s concl usion, but such judgnents about anticom
petitive effects are "the kind of reasonabl e agency prediction
about the future inpact of its own regulatory policies to which
we ordinarily defer." Louisiana Energy and Power Auth. v.
FERC, 141 F.3d 364, 370 (D.C. Cr. 1998).

2. Nat ural Gas Precedent and Conformance to Cost Causa-
tion Principles

Havi ng rejected POSCR s argunents that FERC | acks
authority to authorize stranded cost recovery, we turn to its
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argunent that FERC has fail ed adequately to explain why
Order 888 requires departing customers to pay one-hundred
percent of stranded costs. In support of this argunent,
POSCR cl ai ns that our decisions reviewing FERC s restruc-

turing of the natural gas industry require cost sharing; it also

argues that Order 888 s stranded cost recovery conflicts with
the cost causation principles that traditionally govern alloca-
tion of costs.

a. Nat ural gas precedent: AGD, K N Energy, and UDC

In introducing conpetition into the electricity industry,
FERC has taken essentially the sane path that it took in
restructuring the natural gas industry, although what FERC
has done in a single order in the electricity industry (O der
888) it did in a series of orders in the natural gas industry.
Because POSCR relies so heavily on FERC s natural gas
orders and our decisions reviewi ng them we begin by sum
mari zing themin some detail.

Fi ndi ng practices in the natural gas industry "unduly dis-
crimnatory" in violation of the Natural Gas Act, FERC
began by issuing Order 436, which "unbundl ed" pipeline
transportati on and nerchant functions. Regulation of Natu-
ral Gas Pipelines After Partial Wellhead Decontrol, Order
No. 436, FERC Stats. & Regs. p 30,665, 50 Fed. Reg. 42,408
(1985) (rehearing orders onmtted). At the time of Order 436,
pi pelines were facing enornous liabilities under |ong-term
"take-or-pay" contracts. Entered into when gas prices were
expected to rise, these contracts obligated pipelines to pur-
chase m ni mum quantities of gas fromwel| head producers at
fixed prices that turned out to be well in excess of narket
prices. See Associated Gas Distributors v. FERC, 824 F.2d
981, 1021 (D.C. Cir. 1987) ("AGD'). Al though FERC esti -
mated take-or-pay liabilities at billions of dollars, and al -
t hough Order 436 woul d exacerbate the take-or-pay problem
by providing incentives to pipeline custoners to purchase gas
from cheaper suppliers, FERC declined to take any action
with respect to the contracts. 1In AGD, we found that
FERC s decision to do nothing failed to neet the require-
ments of reasoned deci sionmaking, citing FERC s "seeni ng
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bl i ndness to the possible inpact of Order No. 436 on take-or-
pay liability" and permanent market distortions that may
result fromFERC s inaction. |Id. at 1021-23, 1025. Specifi-
cally, we noted, in words echoed by FERC years later in

Order 888, that consumers who purchased fromthe "I east

ni nbl e" | ocal distribution conmpanies would "be stuck with the
burden of the overpriced gas." 1d. at 1023.

In response to AG, FERC i ssued Order 500. Regul ation
of Natural Gas Pipelines After Partial Wllhead Decontrol
Order No. 500, FERC Stats. & Regs. p 30,761, 52 Fed. Reg.
30,334 (1987) (rehearing orders omtted). Recognizing that
no one segnent of the gas industry was wholly responsible
for the take-or-pay problem O-der 500 allowed pipelines to
recover take-or-pay costs through "equitable sharing." Pipe-
lines that willingly absorbed twenty-five to fifty percent of
their costs could require sales custoners to match that
amount through a fixed charge. Pipelines could recover any
bal ance t hrough conmmodity rates or volunetric surcharges,
borne by both sales and transportation custoners. For an
overvi ew of these conponents of Order 500, see K N Energy,
Inc. v. FERC, 968 F.2d 1295, 1297-98 (D.C. Gr. 1992). W
sustai ned this approach in K N Energy, holding that even
t hough Order 500 replaced traditional "cost causation" princi-
ples with cost spreading and val ue-of -service concepts, it did
not violate Natural Gas Act section 4's requirenent that rates
be just and reasonable. Id. at 1301-02. Citing statenents in
AG that "all actors in the natural gas industry" are "candi-
dates"” for absorbing take-or-pay liability, we relied on "the
unusual circunstances surroundi ng the take-or-pay problem
and the limted nature--both in time and scope--of the
Conmi ssion's departure fromthe cost-causation principle.™
Id. at 1301.

Concl udi ng that Order 436 had been only partially success-
ful in introducing conpetition into the natural gas industry,
FERC issued its third major restructuring order, O der 636.

Pi pel i ne Service (bligations and Revisions to Regul ati ons
Governing Sel f-1nplenenting Transportation; and Regul a-
tion of Natural Gas Pipelines After Partial Wllhead Decon-
trol, Order No. 636, FERC Stats. & Regs. p 30,939, 57 Fed.
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Reg. 13,267 (1992) (rehearing orders omitted). That order

i nposed mandat ory unbundling of sales and transportation
services and al |l owed sal es custoners to reduce the anount of
gas they had to purchase pursuant to existing contracts.

VWhen custoners took advantage of this option and purchased

gas from sources other than the pipelines, the pipelines were
once again left with substantial take-or-pay liabilities. Label-
ing the costs of reducing these liabilities gas supply realign-
ment or GSR costs, Order 636 authorized pipelines to bil
current transportation custoners for one-hundred percent of
their GSR costs by charging either a negotiated exit fee or
reservation fee surcharge. O der 636 al so authorized pipe-
lines to recover all stranded costs in rate filings. |In the
natural gas industry, stranded costs represented the costs of
pi pel i ne assets (such as storage facilities) used to provide
bundl ed sal es services that were not directly assignable to
transportati on custonmers. For an overvi ew of these conpo-
nents of Order 636, see United Distribution Cos. v. FERC, 88
F.3d 1105, 1125-27, 1176-78 (D.C. Cir. 1996) ("uDC').

In UDC, we affirned FERC s determi nation that pipelines
could recover all stranded costs through filed rates, so long as
FERC "adequately bal anced the interests of investors and
ratepayers.” 1d. at 1180. Reaffirm ng the appropriateness
of the cost spreadi ng and val ue-of -servi ce principles approved
in KN Energy, we found that FERC s allocation of GSR
costs to pipeline transportation custoners, as opposed to the
pi pel i nes thensel ves, properly applied those principles. 1d.
at 1182. Although recognizing that GSR costs stenmed from
pi pel i ne sal es custoners, not transportation custonmers, we
found that FERC appropriately inposed the costs on trans-
portation custoners because these custoners benefitted from
the availability of |ower-priced transportation and al so be-
cause FERC could not spread costs to the pre-Order 636
sal es custoners since those customers no | onger purchased
gas fromthe pipelines. 1d. at 1185-86. W renmanded for
FERC to explain nmore fully why pipelines should not have to
pay sonme of the costs, noting an inconsistency in the Comm s-
sion's analysis: Wile FERC applied cost spreading princi-
ples to justify inmposing costs on transportati on custoners, it
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i nvoked cost causation principles in concluding that pipelines
shoul d not have to pay any of these costs. 1d. at 1188-89.

We explicitly stated, however, that we were not saying that
"it is inmpossible, or even inprobable, that the Com ssion on
remand can establish a convincing rationale for exenpting the
pi pelines."” 1d. at 1189.

POSCR reads this history to require FERC to order cost
sharing, but it ignores Order 888 s explanation of the differ-
ence between natural gas restructuring and the situation in
the electricity industry. Mst fundanentally, Order 888 ex-
pl ai ns, stranded cost recovery in the electricity industry
conforms to cost causation principles, which normally govern
the allocation of costs and require custonmers to pay the costs
they caused. See Order 888, p 31,036 at 31,798. Cost causa-
tion principles could not be applied in natural gas restructur-
i ng, Order 888 expl ains, because nmany custoners had al ready
begun purchasi ng gas from other suppliers before FERC had
addressed the take-or-pay problemon remand from AGD,
and because the filed rate doctrine prohibits assessing
charges agai nst former custoners. Id. at 31,800-01. Order
888 al so explains that unlike stranded costs in the electricity
i ndustry, the take-or-pay liabilities in the gas industry were
extraordinary. The billions of dollars of take-or-pay liabilities
resulted not from Order 636, but fromearlier regulatory
policies that had encouraged pipelines to enter into long-term
fixed-price gas purchase contracts, conbined with declining
gas prices that nmade those contracts unecononical. See
Order 888-A, p 31,048 at 30,380. Under all of these circum
stances, "[t]o have allocated these costs solely to any one
segnent of the industry would have inposed a crushi ng new
burden on that segnent.” 1d. at 30, 380-81

Stranded costs in the electricity industry, O der 888 ex-
plains, are quite different. Resulting directly from O der
888, they represent "ordinary costs that have al ways been
and are currently, included in the utility's rates for electric
generation approved by the Commi ssion.” 1d. at 30, 382.

Mor eover, whol esal e custoners may avoid stranded cost |ia-
bility by continuing to purchase power fromtheir historic
utility, precisely what they probably woul d have done in the
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absence of Order 888. In other words, in contrast to the
natural gas industry, where custoners would have faced

enor nous new burdens had FERC forced themto pay take-

or-pay costs, custoners in the electricity industry face no new
burdens; instead, Order 888 requires themto pay nothing

nmore than costs they would have had to pay in the absence of
Order 888. In the electricity industry, the only effect of
stranded cost recovery is delayed realization of the full bene-
fits of a conmpetitive market.

In Iight of these differences between the natural gas and
electricity industries and FERC s exhaustive treatnment of the
natural gas restructuring in Order 888, POSCR s contention
that FERC has failed "to offer a coherent rationale, rising to
the | evel of reasoned deci sionmaki ng" for not inposing cost
sharing is wholly without nmerit. Equally without nerit is
POSCR s assertion that UDC "teaches that, where custoners
and utilities benefit froman open access rul e/order that |eads
to early contract term nation and where anticonpetitive con-
duct by utilities has given rise to the need for the open access
order, utilities nust share transition costs.” POSCR ignores
three inmportant points. First, FERC, not this court, deter-

m ned that cost sharing was appropriate with respect to take-
or-pay liabilities. UDC nerely affirmed FERC s deci sion
Second, K N Energy recogni zed that cost sharing in the
natural gas industry was a departure fromthe cost causation
principles that normally apply, a departure justified by ex-
traordinary circunstances in the natural gas industry. KN
Energy, 968 F.2d at 1301-02. And finally, as to stranded
costs that nore closely resenble those at issue in this case--
for exanple, pipeline assets that would no | onger be fully
enpl oyed when custoners took advantage of unbundling to
purchase gas from al ternative suppliers--FERC ordered, and
UDC affirmed, that pipelines recover one-hundred percent of

t hose costs.

b. Conf ormance to cost causation principles
Havi ng established that the natural gas cases inpose no

obligation on FERC to order cost sharing, we next consider
POSCR s argunent that the inclusion of stranded costs in

Page 54 of 109



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #98-1169  Document #526819 Filed: 06/30/2000  Page 55 of 109

transm ssion rates does not conformto cost causation princi-
ples. This is so, POSCR asserts, because Order 888's strand-
ed cost provisions require custonmers to pay through transm s-
sion rates for costs the utility previously incurred to provide
generation services.

As an initial matter, we note that paynent through trans-
m ssion rates is only one of three ways that a departing
customer may pay its stranded cost obligation; the custoner
al so has the option of making a | unp-sum paynment or install-
ment paynments. Thus POSCR s chal | enge seens ai ned only
at the nethod of paynent, not at the fact that paynent is
required. But even viewi ng POSCR s chal | enge nore broad-
ly, as a claimthat stranded cost recovery no matter what the
met hod of paynent viol ates cost causation principles, we
think it lacks nerit.

We have expl ained the cost causation principle as foll ows:
"Sinply put, it has been traditionally required that all ap-
proved rates reflect to sone degree the costs actually caused
by the custonmer who nust pay them" K N Energy, 968 F.2d
at 1300. Gven this definition, we are puzzled by POSCR s
clai mthat because inclusion of stranded costs in transm ssion
rates requires custoners to pay currently for costs incurred
in the past, it violates cost causation principles. To sone
degree, all utility rates reflect past costs; wutilities typically
expend funds today (for exanple, constructing generation
facilities), fully expecting to recover those costs through
future rates. In fact, current rates often include past costs
that utilities deferred in order to avoid rate increases. Cost
causation requires not that costs be incurred at the sanme tine
they are included in rates, but that the rates "reflect to sone
degree the costs actually caused by the custonmer who nust
pay them" Id.

In fashioning Order 888's stranded cost recovery provi-
sions, FERC went to great lengths to ensure that customers
woul d be responsible for only those costs they caused.

[T]he Rule is consistent with the traditional cost causa-
tion principle because it recognizes the |link between the
i ncurrence of the stranded costs and the decision of a
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particul ar generation customer to use open-access trans-
m ssion on the utility's systemto leave the utility's
generation system and shop for power, and bases the

Page 56 of 109

utility's ability to recover stranded costs on its ability to

denonstrate that it incurred costs with the reasonable
expectation that the customer would remain on its gener-
ation system beyond the termof the contract.

O der 888-A, p 31,048 at 30, 382.

We cannot see how including stranded costs in transm ssion
rates instead of |unp sum paynents changes this anal ysis.
To the extent POSCR is arguing that including in a transm s-
sion rate costs incurred to provide generation services vio-
| ates cost causation principles, we reiterate that stranded
costs are not costs of providing the physical transm ssion
services but, as Order 888-A explains, they are utilities' cost
of open access transnmission. See Order 888-A, p 31,048 at
30,389 & n.634. Mre generally, given the fundanental
changes w ought by Order 888 and the unprecedented oppor-
tunity for custoners to purchase power fromalternative
suppliers, we are quite confortable deferring to FERC s
j udgrment that stranded cost recovery--through transm ssion
rates or otherw se--conforns to cost causation principles. 1In
fact, FERC may have viol ated cost causation principles had it
failed to assign stranded costs to custoners who caused them

POSCR next argues that Order 888 is unduly discrimnato-
ry because including stranded costs in transm ssion rates
forces transm ssion customers who previously used a utility's
generation capacity to pay higher costs than new transm s-
sion custoners. Disagreeing, FERC determ ned that requir-
ing custonmers receiving sinmlar services to pay different rates
is necessitated by Order 888's open access requirenent. See
Order 888-A, p 31,048 at 30,388-90. Cf. AGD, 824 F.2d at
1009 ("[T]he nere fact of a rate disparity is not enough to
constitute unlawful discrimnation.”) (internal quotation
marks omtted). Moreover, FERC concl uded, the application

of cost causation principles justifies this different treatnent.

See Order 888-A, p 31,048 at 30,379, 30,388-90. Seeing not h-
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i ng unreasonable (let alone arbitrary or capricious) in
FERC s policy judgnent, we reject POSCR s chal |l enge

Nor do we agree with POSCR s argunent that stranded
cost recovery violates the filed rate doctrine, which "forbids a
regul ated entity to charge rates for its services other than
those properly filed with the appropriate federal regul atory
authority."™ Wstern Resources, Inc. v. FERC, 72 F.3d 147,
149 (D.C. Cir. 1995). 1In Western Resources, we held that
FERC s assignnent to current custoners of costs relating to
take-or-pay liabilities did not violate the filed rate doctrine.
Recogni zing that "a central purpose of the doctrine is to
enabl e purchasers to know i n advance the consequences of
t he purchasi ng deci sions they make," we determ ned that the
doctrine was satisfied where custoners received "adequate
notice of a rate in advance of the service to which it rel ates.
Id. at 149-50 (internal quotation marks omtted). Oder 888's
stranded cost policy satisfies this requirenent because cus-
tomers el ecting to purchase power generation froma source
other than the transmtting utility fromwhich they had
purchased power in the past will be aware of the costs when
maki ng that deci sion.

3. FERC s Mbbil e-Si erra Findi ngs

Under the Suprene Court's Mobile-Sierra doctrine, where
parties have negotiated a contract that sets firmprices or
dictates a specific nethod of conputing charges and incl udes
a clause denying either party the right to change such prices
or charges unilaterally, "FERC may abrogate or nodify the
contract only if the public interest so requires."” Texaco, Inc.
v. FERC, 148 F.3d 1091, 1095 (D.C. Gr. 1998); see also FPC
v. Sierra Pacific Power Co., 350 U S. 348, 353-55 (1956);
United Gas Pipe Line Co. v. Mbile Gas Serv. Corp., 350 U S.
332, 344-45 (1956). W have recogni zed that "the 'public
interest' that permts FERC to nodify private contracts is
different fromand nore exacting than the 'public interest
that FERC seeks to serve when it pronulgates its rules.”
Texaco, 148 F.3d at 1097.

FERC usual | y nmakes Mobile-Sierra determ nations on a
case-by-case basis. A party seeking to nodify a contract
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containing a Mobile-Sierra clause petitions FERC. That
party bears the burden of convincing FERC that the nodifi-
cation is in the public interest.

Order 888 departs fromthis normal case-by-case practice
by making two generic public interest findings, one focused
on utilities, the other on custonmers. These generic findings
relieve utilities and custoners of the burden of denonstrating
i n individual proceedings that the proposed nodifications are
inthe public interest. As to utilities, Oder 888 ruled that it
was in the public interest to allow themto add stranded cost
anendnments to their contracts if they could denonstrate, in
accordance with Order 888, that they had a reasonabl e expec-
tation of continued service. See Order 888-A p 31,048 at
30,394-95. This finding rested on two considerations: that
t he burden of unrecoverabl e stranded costs could inpair
utilities' access to capital markets, which could in turn precip-
itate the departure of other custoners, thus worsening the
utilities' financial condition and threatening its ability to
provide reliable service; and that allow ng custonmers to |eave
a utility without paying their share of costs would shift those
costs to other custoners who |ack alternative power sources.
See Order 888, p 31,036 at 31,811. For its second generic
finding, FERC concluded that it was in the public interest to
all ow custonmers to nodify their whol esal e requirenents con-
tracts in any way upon a showing that the terns are no
| onger just and reasonable. See Order 888-A p 31,048 at
30,189. (bserving that the contracts in question "were en-
tered into during an era in which transm ssion providers
exerci sed monopoly control over access to their transm ssion
facilities,” FERC based this finding on the unequal bargain-
i ng power between utilities and custonmers. Id. at 30, 193.
Because "[n]any of these contracts were the result of uneven
bar gai ni ng power between custonmers and nonopolist trans-
m ssion providers,"” FERC reasoned, "the unprecedented
conpetitive changes that have occurred (and are continuing to
occur) in the industry may render their contracts to be no
longer in the public interest or just and reasonable.” Id.

Chal l enging the first finding, POSCR argues that FERC
| acks authority to make a generic public interest finding that
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allows for contract nodification in an entire class of cases.
POSCR i nsists that FERC can only proceed on a case-by-

case basis, determining in each case whether a particul ar
contract nodification is in the public interest. Even if FERC
has authority to make generic findings, POSCR goes on to

argue, FERC s Order 888 finding is unsupported by substan-

tial evidence. The investor owned utilities ("1QUs") chall enge
t he second finding, arguing that allow ng customers to seek
nodi fication of all contract ternms, while limting utilities to
stranded cost provisions, fails adequately to bal ance conpet -
ing interests.

a. FERC s authority to make a generic public interest find-
ing

POSCR correctly observes that FERC has pointed to no
case in which a court affirned a generic Mbile-Sierra find-
ing. At the sane tine, POSCR has cited no case prohibiting
FERC from naki ng a generic finding, nor have we found one.
In the absence of definitive authority in either direction, and
gi ven the unique circunstances of this case and our tradition-
al deference to FERC s expertise, we find no fault with
FERC s generic determ nation

The Mobile-Sierra doctrine "represents the Suprene
Court's attenpt to strike a bal ance between private contrac-
tual rights and the regul atory power to nodify contracts
when necessary to protect the public interest.” Northeast
Uilities Serv. Co. v. FERC, 55 F.3d 686, 689 (1st Cir. 1995).
In Mobile, the Suprenme Court recogni zed that intervening
circunstances may create a situation in which contractua
terns and conditions that were just and reasonable at the
time the contract was executed are no | onger just and reason-
able. 350 U S. at 344-45. But concluding that a utility is not
typically "entitled to be relieved of its inprovident bargain,"”
the Sierra Court required that FERC s predecessor, the
Federal Power Conmi ssion, show nore than that the con-
tract was unjust and unreasonabl e--the Comm ssion had to
find that contract nodification was in the public interest. 350
U S at 355.

In nost cases, intervening circunstances are unique to the
rel ati onshi p between contracting parties. See, e.g., Northeast
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Uilities, 55 F.3d 686 (affirmng FERC s nodification to the
rate schedul e of a contract as a condition for approval of a
mer ger between two parties to the contract). But where

i ntervening circunmstances--in this instance, FERC mandated
open access transm ssion--affect an entire class of contracts
in an identical manner, we find nothing in the Mobile-Sierra
doctrine to prohibit FERC fromresponding with a public
interest finding applicable to all contracts of that class.

Mor eover, in providing for stranded cost recovery, FERC has

not relieved utilities of "inprovident bargains,” the concern of
the Sierra Court; rather, it has recognized that open access
affects all utilities in the same manner, namely, |eaving them
vul nerable to potentially unrecoverable stranded costs. In
fact, to deny FERC authority to nake generic findings in

such a case would sinply inpose on it and the parties the
repetitive burden of proving the public interest in each and
every case

In sustaining FERC s generic finding, we are influenced by
the fact that before recovering stranded costs, a utility nust
prove that it had a reasonabl e expectation of continued ser-
vice to a particular custoner. As the IOUJs invervening on
behal f of FERC explain, the need to nake this show ng adds
a particularized elenent to FERC s generic public interest
finding. Viewed this way, Order 888 s generic finding is nore
precisely stated as follows: It is in the public interest to allow
utilities to recover stranded costs if they can prove that they
had a reasonabl e expectati on of continued service to particu-
lar customers. If a utility can denonstrate that it had a
reasonabl e expectation of continued service to a particular
customer, and incurred costs based on that expectation, then
it would be against the public interest to require other
custoners or sharehol ders to bear those costs. As O der 888
expl ai ns, "the case-by-case findings that some commenters
seek will, in effect, be nade when the Conmi ssion determn nes
whet her to approve a proposed stranded cost anendnent to a
particul ar contract.” Order 888, p 31,036 at 31, 813.

We stress that generic Mbile-Sierra findings are appro-
priate only in rare circunstances. O-der 888 is just such a
circunmstance. It fundamentally changes the regul atory envi -
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ronment in which utilities operate, introducing meaningfu
conpetition into an industry that since its inception has been
highly regul ated and affecting all utilities in a sinmlar way.

b. FERC s stranded cost public interest finding

Havi ng concl uded that the Mbile-Sierra doctrine pernmts
a generic finding in this case, we turn to POSCR s cl ai mthat
the findi ng was unsupported by substantial evidence.
POSCR faults FERC for failing to adduce evi dence to sup-
port its conclusion that denying stranded cost recovery would
put particular utilities in financial peril. POSCR also thinks
that the inpact on custoners of failing to provide for strand-
ed cost recovery is insufficient to support a public interest
findi ng.

Wth respect to POSCR s first point, it is certainly true
that Sierra identified inpairnent of "the financial ability of
the public utility to continue its service" as one factor sup-
porting a public interest finding. Sierra, 350 U S. at 355.
Rel ying on this, POSCR chall enges FERC s public interest
finding on the ground that the record contains no individua
assessnents of the financial condition of public utilities.

Al t hough public interest findings nade on a case-by-case
basi s necessarily evaluate the harmto the particular utility
seeking nodi fication, that is not true where, as here, FERC
i npl ements a generic change in the industry. Just as that
change can support a generic public interest finding, that
generic finding can be supported by generic industry-w de
evi dence. FERC has produced such evidence. The record
contains estimates of stranded costs anounting to $200 billion
or nore. See Stranded Cost NOPR p 32,507 at 32,866. It
al so includes comments fromrepresentatives of the financial
conmunity stating that "the prospect of not recovering
stranded costs could erode a utility's ability to attract capi-
tal."

POSCR points out that eighty-five to ninety percent of the
estimated $200 billion of stranded costs relates to retail sales,
not whol esal e sales. True enough, but we find no basis for
guestioning FERC s concl usi on that unrecovered stranded
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costs of even ten percent of $200 billion--the I ow end of the
whol esal e stranded cost estinate--could have serious conse-
quences for utilities. See Oder 888, p 31,036 at 31,790. 1In
any event, if POSCR turns out to be correct about the

absence of a whol esal e stranded cost problem few utilities
will avail thenselves of Order 888's stranded cost recovery
provi si ons.

POSCR s second argunent focuses on FERC s finding that
"if some custoners are permtted to | eave their suppliers
wi t hout paying for stranded costs, this may cause an exces-
sive burden on the remai ni ng custoners who, for whatever
reason, cannot |eave and therefore may have to bear those
costs.” Order 888, p 31,036 at 31,811. POSCR does not
agree with FERC that the failure to recover stranded costs
will create an "undue burden" on remmining customers. But
di sagreeing with FERC i s not enough. To prevail in this
court, POSCR must denonstrate that FERC s prediction that
failure to recover stranded costs will create an undue burden
on remai ning custonmers i s unsupported by substantial evi-
dence, see 16 U S.C. s 8251 (b), which is another way of saying
it is arbitrary and capricious. See M chigan Consoli dated
Gas Co. v. FERC, 883 F.2d 117, 124 (D.C. Cr. 1989) ("[M ak-
ing ... predictions is clearly within the Conm ssion's exper-
tise and will be upheld if rationally based on record evi -
dence.") (internal quotation marks omitted). This POSCR
has failed to do.

C. FERC s public interest finding regarding customners

The 1 QUs nount two challenges to FERC s second public
interest finding--that it was in the public interest to all ow
customers to seek nodification of their whol esal e require-
ments contracts. Unlike POSCR, the |10QUs make no claim
that the finding | acks substantial evidence; rather, they
contend that FERC s decision to allow custoners to seek
nodi fication of all contract ternms, while limting utilities to
addi ng stranded cost provisions, fails to bal ance FERC s
conpeting concerns: respecting existing contractual commt-
ments and accelerating the transition to conpetition. They
al so conplain that FERC has fail ed adequately to explain
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why affording custonmers this broad ability to nodify their
contracts is in the public interest.

FERC gave two justifications for affording custonmers a
br oader opportunity than utilities to nodify their contracts,
both of which seemperfectly rational to us. First, Oder
888- A expl ains, "these contracts were entered into during an
era in which transm ssion providers exercised nonopoly con-

trol over access to their transmission facilities.” Order
888-A, p 31,048 at 30,193. Also, the "unprecedented conpeti -
tive changes.... may affect whether such contracts continue

to be just and reasonable or not unduly discrimnatory both

as to the direct custoners of the contracts, as well as to
indirect, third-party consuners...." Id. at 30,193-94. In
fact, Order 888 rests on the very prem se that by denying
conpetitors access to their transmssion lines, utilities en-
gaged in undue discrimnation. Confined to purchasing pow

er fromtheir local utilities, custoners suffered fromthis |ack
of access. In the natural gas restructuring, we affirned

FERC s decision to allow custonmers to seek to nodify their

sal es contracts because those contracts "necessarily refl ect

t he pipelines' nonopoly power." AGD, 824 F.2d at 1017.

The sane reasons call for affirmng FERC s deci sion here.

In addition, as FERC has explained, the harmto third parties
(i.e., custoners of the whol esal e requirenents custoners) that
may result from adherence to uneconom cal contracts further
justifies its conclusion. See Order 888-A p 31,048 at 30, 194.
Renedyi ng potential unfairness to utilities by allow ng them
to seek stranded cost recovery if a custonmer shortens the
termof a contract, FERC struck a bal ance between custom

ers and utilities that can hardly be characterized as arbitrary
or capri cious.

4. Availability of Stranded Cost Recovery to Nonjurisdic-
tional Uilities and G&T Cooperatives

Section 201 of the FPA gives FERC jurisdiction over
"public utilities" but not over federal and state utilities. 16
US. C s 824. A though FERC required utilities not subject
toits jurisdiction ("nonjurisdictional utilities") to provide re-
ci procal open access transm ssion when they use a jurisdic-
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tional utility's open access tariff, it declined to provide a
mechani smfor themto recover stranded costs. Expl aining

that it pronulgated its reciprocity provision pursuant to
fairness concerns, not statutory authority, FERC reasoned

that it lacked jurisdiction to provide stranded cost recovery
for nonjurisdictional utilities. See Order 888-A, p 31,048 at
30,364. FERC recommended that these utilities include
stranded cost provisions in their open access tariffs; those
tariffs would be reviewed not by FERC but by the appropri-

ate regulatory authority. See id.

Dai ryl and petitioners contend that FERC acted arbitrarily

and capriciously in denying nonjurisdictional utilities stranded

cost recovery, arguing that the same "fairness" concerns

i nvoked by FERC to require reciprocal open access transm s-
sion require the award of stranded costs. To be sure, FERC
may have had authority to include stranded cost recovery as a
provi sion of Dairyland' s open access tariff. But Dairyl and
has offered no reason for thinking that FERC s refusal to do
so was arbitrary and capricious. Gven the limted scope of
FERC s stranded cost provisions, its |lack of jurisdiction over
entities like Dairyland, and the ability of nonjurisdictiona
utilities to include stranded cost provisions in their open
access tariffs, we see no reason to question FERC s judgnent
on this issue.

The sane is true with respect to the transm ssion-
dependent utilities ("TDUs"). Like the Dairyland petitioners,
they claimthat FERC acted arbitrarily and capriciously by
failing to provide a mechanismfor themto recover stranded
costs. Owning few or no transm ssion facilities, TDUs serve
their | oads using other utilities' transm ssion systens. Not
only are TDUs nonjurisdictional utilities, but, as Order 888-A
expl ai ns, open access does not cause their costs to becone
stranded--their custoners have always had an option to use
other utilities' transm ssion services to purchase power. See
Order 888-A, p 31,048 at 30, 365.

Dai ryl and al so contends that FERC acted arbitrarily and
capriciously when it declined to treat a generation and trans-
m ssion ("G&T") cooperative and its nenber distribution
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cooperatives as a single economc unit for stranded cost

pur poses. G&T cooperatives provi de bundl ed whol esal e pow

er to their nenber distribution cooperatives, who in turn sel
the power to the nenbers' retail custoners. (Cbserving that
cooperatives, unlike traditional utilities, are not vertically
i ntegrated but instead function as single econonic units,

Dai ryl and cl ai ns that G&T cooperatives have reasonabl e
expectations of continued service to retail customers of their
menber cooperatives that differ substantially fromthe expec-
tations public utilities have with respect to retail custoners of
t heir whol esal e custonmers. This difference, Dairyland ar-
gues, requires FERC to all ow G&T cooperatives to recover
stranded costs fromtheir menber cooperatives' customers.

Rejecting Dairyland' s petition for rehearing on this point,
FERC noted that treating a G&T cooperative and its mem
bers as a single economic unit for purposes of stranded cost
recovery would conflict with its treatnent of these sane
cooperatives as distinct entities in its reciprocity provisions.
Order 888-A, p 31,048 at 30,366. There, FERC agreed with
Dai ryl and' s proposal that if a G&T cooperative seeks open
access transmission froma public utility, "then only the G&T
cooperative, and not its nenber distribution cooperatives,
woul d be required to offer [reciprocal] transn ssion service.
Order 888, p 31,036 at 31,763. Modreover, FERC reasoned,
recovering froma retail customer of a nenber cooperative is,
in effect, recovering froman indirect custoner, a situation
that FERC declined to include in its stranded cost rule. See
Order 888-A, p 31,048 at 30, 366.

It is true that FERC could have treated G&T cooperatives
and their menbers as single econonmic units for stranded cost
purposes. But FERC s explanation of why it chose not to do
so, particularly the fact that G&T cooperatives and their
menbers were treated as distinct entities for reciprocity
purposes, is entirely reasonable.

5. Chal | enges to Techni cal Aspects of Order 888's Stranded
Cost Recovery Provi sions

Several petitioners nount chall enges to various technica
aspects of the stranded cost recovery provisions. Before
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addr essi ng these chal | enges, we enphasize the very limted
scope of our review For us to undo what FERC has done,
petitioners nust persuade us that FERC s actions were arbi -
trary or capricious. "H ghly deferential," the arbitrary and
capricious standard "presumes the validity of agency action.™
Nati onal Mning Ass'n v. Mne Safety and Health Adm n.,

116 F.3d 520, 536 (1997). Wiere, as here, the issue before us
"requires a high level of technical expertise, we nmust defer to
the infornmed discretion of the responsible federal agencies."
Marsh v. Oregon Natural Resources Council, 490 U S. 360

377 (1989) (internal quotation marks omtted). It is not
enough for petitioners to convince us of the reasonabl eness of
their views, see UDC, 88 F.3d at 1169 ("The existence of a
second reasonabl e course of action does not invalidate an
agency's determnation."); those argunents should be pre-
sented to FERC, whose conmi ssioners are appointed by the
President and confirned by the Senate with the expectation
that they, not Article Ill courts, will nmake policy judgnments.

To prevail in this court, petitioners nust denonstrate that
FERC s policy judgnents are arbitrary or capricious, a heavy
burden i ndeed. See National Treasury Enpl oyees Union v.

Hefler, 53 F.3d 1289, 1292 (D.C. Gr. 1995) ("The 'scope of
review under the "arbitrary and capricious" standard i s nar-
row and a court is not to substitute its judgnment for that of
the agency.' ") (quoting Mdtor Vehicles Mrs. Ass'n v. State
Farm Mut. Auto. Ins. Co., 463 U S 29, 43 (1983)). Wth this
very deferential scope of reviewin mnd, we turn to petition-
ers' arguments.

a. POSCR s chal l enges to the stranded cost formul a

Reasoning that it would be burdensonme to identify each
and every asset that woul d become underutilized as a result
of Order 888, FERC adopted a "revenues lost"” formula to
determ ne a departing custoner's stranded cost obligation
Order 888, p 31,036 at 31,839. For each year a utility can
prove that it had a reasonabl e expectation of continued ser-
vice to a particular custoner, the formula cal cul ates the
customer's stranded cost obligation by subtracting the com
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petitive market value of the power the custoner would have
purchased fromthe utility (as estimated by the utility) from
t he amount the customer would have paid had it remmined a
generation custoner of the utility (based on FERC approved
rates that the custoner paid the prior three years). Id. at
31, 839- 40.

POSCR clains that this fornula gives utilities no incentive
to mtigate their stranded costs. Not so. The formula
automatically provides such an incentive by subtracting from
utilities' recovery the market price of the power--utilities
that fail to sell the power at market prices will not recover
their full costs. POSCR also clains that the fornula fails
accurately to neasure stranded costs because it is based on
an estimate of those costs at one point in tinme. Responding,
FERC expl ained why it rejected a "true-up" provision that
woul d have made adjustments to the anmount the custoner
owed to reflect market conditions over the reasonabl e expec-
tation period. According to FERC, such an approach woul d
have created enornmous uncertainty, outweighing any poten-
tial increase in accuracy. See Order 888-A p 31,048 at
30,427-28. POSCR has offered no basis for us to question
thi s reasoning.

POSCR s claimthat the fornula gives utilities an incentive
to mnimze their estimte of the market val ue of the power
t he custoner woul d have purchased is simlarly groundl ess.
To avoid precisely this result, Oder 888 gives custoners an
option to either market or broker the capacity and associ ated
energy they woul d have purchased fromtheir historic utility,
effectively reducing their stranded cost obligations by the
di fference between the actual narket val ue of the power and
the utility's estimate of the market value. See Order 888,
p 31,036 at 31,844. Oder 888 also gives custoners an option
to substitute the price of power under the custoner’'s contract
with a new supplier for the utility's estimate of the market
val ue. See id.

One final point. Throughout its brief and at oral argunent,
POSCR consistently referred to stranded costs as "i npru-
dently incurred costs.” Although it never devel oped this
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argunent, we think it worth noting that all costs included in
customers' stranded cost obligations are based on FERC
approved rates and were included in utility rate bases as
assignable to particular custoners. To us, this neans that
these costs are legitimte, prudent, and verifiable.

b. I ncl usi on of known and neasurabl e costs

The 1 QUs take issue with Order 888's stranded cost recov-
ery formul a because the estimate of the price the custoner
woul d have paid for the power is based on rates for the prior
three years; according to the 1QUs, this approach fails to
consi der known and measurabl e costs resulting fromregul a-
tory mandates that nay have been deferred pursuant to filed
rate schedul es and FERC approved settlenents. The costs
they cite include deferred costs of generation that have
al ready been approved for inclusion in the rate base, costs
relating to approved qualifying facility contracts, and govern-
ment - i nposed costs such as deferred taxes and nucl ear de-
commi Ssi oni ng.

Al though it is true that the revenue cal cul ati on neasures
only current rates and not deferred costs, Order 888 all ows
customers and utilities to file for a change in the rates before
the custoner’'s requirenents contract term nates; in such
cases, FERC will calcul ate the custoner's stranded cost
obligation based on those new rates. See Order 888-A,

p 31,048 at 30,427. Wile seeking to avoid detailed |listings of
specific costs that may become stranded, FERC has ade-

quately preserved utilities' ability to include known, neasura-
ble costs in revenue estimates through a ratemaki ng proceed-

i ng.
C. Treat ment of energy costs in the market option

The 1 QUs chall enge FERC s treatnment of energy costs in
the market option. To mitigate utilities' incentives to mni-
mze their estimtes of the nmarket val ue of the power (the
conpetitive market value estimate or "CWE"), O der 888
af fords customers an option to buy the power stranded by
their departure fromthe utility and resell it. Oder 888,

p 31,036 at 31,844. Custoners woul d purchase generation
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capacity at the utility's estimted market value of the capacity
and associ ated energy at average systemvariable cost. Id. at
31,845. Thus if a custonmer believes that a utility is underesti-
mating the price at which it could sell the power, the custom

er can buy the power and then resell it. Wile custoners
exercising this option would still have to pay their stranded
cost obligation as cal culated under the fornula, they would
effectively offset the obligation by keeping the profit on the
resale of the power. 1d. at 31,845 n.879.

The 1 QUs contend that allow ng customers to pay average
variabl e cost for the associated energy is inconsistent with
Order 888's definition of the CWE, which equals the narket
val ue of both the generation capacity and associ ated energy.
See id. at 31,839 (defining CWE as "the utility's estimate of
t he average annual revenues ... that it can receive by selling
the rel eased capacity and associ ated energy, based on a
mar ket anal ysis performed by the utility"). Custonmers could

receive a windfall, the 1QUs claim by exercising the narket
option--although they will pay average variable cost for the
associ ated energy, they will be able to resell it at the presum

ably higher market price. At the same time, utilities will be
unable to recover the full market value of the power because
they will be forced to sell the associ ated energy at cost.

Responding to this argunent in O der 8838-A, FERC of -
fered two justifications for allow ng custoners to purchase
t he associ ated energy at average variable cost. First, be-
cause the capacity being marketed woul d not generally be
associated with a single asset, custonmers exercising this op-
tion are purchasing a "slice of the systent and thus should
pay average variable cost. Second, custoners should be able
to purchase energy at the price they currently pay, typically
average variable cost. See Order 888-A, p 31,048 at 30, 433.
But neither explanation responds to the |1 QUs' argumnent that
defining CWE as the market price of both the capacity and
associ ated energy is inconsistent with allow ng customners
exerci sing the market option to purchase associ ated energy at
average variable cost. Inits brief inthis court, FERC
continues to m sapprehend the IOQJs' argunent, largely reit-
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erating the sane argunents and failing to address the incon-
si stency.

The market option's stated intention is to reduce a utility's
incentive to understate the CWE. See Order 888, p 31,036
at 31,842. If it did understate the CWE, then custoners
could buy the power fromthe utility and resell it, keeping the
difference. But FERC s policy of allow ng custonmers to
purchase the associ ated energy at cost gives custonmers an
i ncentive to exercise the market option even when a utility
has appropriately estimted CWE because they can buy the
energy at cost and resell it at the presumably higher market
price. FERC s failure to explain whether it intended this
result and if so, the justification for permtting custonmers to
receive a windfall while underconpensating utilities consti-
tutes a failure of reasoned decisionmaki ng. See AGD, 824
F.2d at 1030 ("W do not require that FERC reach any
particul ar conclusion; we nerely mandate that it reach its
concl usi on by reasoned deci sionmaking."). W therefore va-
cate this portion of the orders and remand the issue to FERC
for further consideration.

d. Resci ssion of notice of term nation provision

Until FERC i ssued Orders 888 and 889, it had required
parties to power sales contracts to notify it sixty days prior to
cancel l ation of a contract or term nation of a contract by its
own ternms. See 18 C.F.R s 35.15 (repealed by Oder 888).
Orders 888 and 889 elimnate the requirement that parties
notify FERC i n advance when a contract termnates by its
own ternms, but only with respect to contracts executed after
July 9, 1996; in other cases of contract cancellation or
term nation, parties nmust still notify FERC i n advance. See
18 CF. R s 35.15 (1999). TDU petitioners claimthat in
resci nding the notice requirenment, FERC i gnored the fact
that utilities still have substantial market power. That sone
utilities retain market power in generation, however, does not
underm ne Orders 888 and 889. Through these orders,

FERC sought to nove the electricity industry toward conpe-
tition; by providing an open access nechani smthrough which
buyers may purchase power from suppliers other than trans-
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mtting utilities, FERC substantially reduced utilities' market
power. Elimnating the notice requirenent furthered that
policy. Moreover, custonmers who believe ternmination of their
contracts is unjust can seek relief from FERC pursuant to
section 206 of the FPA. See Order 888-A p 31,048 at 30, 393.

e. Provi sion for benefits | ost

The TDU petitioners claimthat FERC acted arbitrarily
and capriciously by failing to provide a nechani smfor cus-
tomers purchasi ng power at bel ow market rates to preserve
those rates at the termination of their contract with their
historic utility. Just as utilities may have expectations of
continued service to particular custonmers, the TDU petition-
ers contend, customers may have reasonabl e expectations of
continuing to receive whol esal e requirenments service from
their historic utility at cost-based rates. O der 888-A says
that the Conmi ssion does "not have a sufficient basis on
whi ch to make generic findings that custonmers under such
contracts may be entitled to extend a contract at the existing
rate.” Oder 888-A, p 31,048 at 30, 393 (enphasis renpved).
Mor eover, the order explains, "the consequences of custom
ers' expectations as a general matter would not have the
potential to shift significant costs to other custoners,"” where-
as utilities' failure to recover stranded costs could potentially
shift the costs to other custonmers. Id.

W think that FERC has adequately expl ained why it
chose not to provide for benefits-lost recovery in O der 888.
Most i nmportant, FERC has not foreclosed customers in this
situation fromseeking relief: As Order 888-A explains, a
customer may "exercise its procedural rights under section
206 to show that the contract should be extended at the
existing contract rate, or [ ] make such a showing in the
context of a utility's proposed term nation of a contract
pursuant to the section 35.15 notice of term nation (approval)

requirenent.” I1d. (footnote omitted). G ven that agencies
"enjoy[ ] broad discretion in determ ning how best to handle
rel ated, yet discrete, issues in terns of procedures ... and

priorities,” we think FERC s refusal to pronmul gate a generic
rule on this issue was entirely reasonable. Mbil G Explo-
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rati on & Produci ng Southeast, Inc. v. United Distrib. Cos.,
498 U.S. 211, 230 (1990).

B. Retail Stranded Costs

Recogni zi ng state agency authority to address stranded
costs that relate to retail power sales, Order 888 limts
FERC s role as a forumfor the recovery of these costs to two
situations: when custoners take advantage of state-ordered
wheeling to reach new power suppliers and when forner
retail custoners beconme whol esal e custoners through what is
known as rmuni ci palization or municipal annexation. See O -
der 888-A, p 31,048 at 30,402, 30,410. |In the former scenario,
FERC wi | I consider proposals for the recovery of stranded
costs only when the appropriate state regul atory conm ssion

| acks authority to do so; in the latter situation, FERC will
serve as the primary forumfor resolution of stranded cost
cl ai ns.

1. Stranded Costs Arising from Retail Weeling

Stranded costs may result from state unbundling of retail
sal es, where retail custoners take advantage of state-ordered
retail wheeling to reach new generation suppliers. See O der
888, p 31,036 at 31,819. oserving that both FERC and the
states have authority to address these stranded costs, O der
888 explains that:

[Blecause it is a state decision to pernit or require the
retail wheeling that causes retail stranded costs to occur,
we will leave it to state regulatory authorities to deal

wi th any stranded costs occasioned by retail wheeling.

The only circunstance in which we will entertain re-
guests to recover stranded costs caused by retail wheel -
ing is when the state regulatory authority does not have
authority under state |aw to address stranded costs when
the retail wheeling is required.

Order 888, p 31,036 at 31,824-25 (footnote omtted). FERC
will provide for recovery of those stranded costs through the
transm ssion rate the former supplying utility charges the
departing custoner. Oder 888-A p 31,048 at 30,410. (As
di scussed in Section Il supra, FERC has jurisdiction over
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the transm ssion conponent of unbundled retail sales.) In

eval uating clainms for stranded cost recovery, FERC will use

the sane standards as it applies with respect to whol esal e
stranded costs (i.e., it will require utilities to denobnstrate a
reasonabl e expectation of continued service). See O der 888,

p 31,036 at 31,819 n.722.

Two sets of petitioners challenge FERC s retail stranded
cost recovery provisions fromopposite sides. The States and
POSCR contend that FERC exceeded its jurisdiction by
asserting rate authority over retail stranded costs. The
| OUs argue that FERC abdicated its statutory authority by
failing to agree to consider all proposals for recovery of
stranded costs that arise fromretail wheeling. Because we
t hi nk FERC has appropriately exercised its jurisdiction, we
reject both clains.

a. FERC s jurisdiction over retail stranded costs

The States' and POSCR s argunents boil down to the
foll owi ng: Because retail stranded costs relate primarily to
facilities used for retail generation, and because section 201(b)
of the FPA explicitly excludes these facilities fromFERC s
jurisdiction, FERC may not provide for recovery of these
costs in FERGC-jurisdictional rates. Unbundling electricity
sal es, they argue, cannot alter the jurisdictional status of
t hese costs.

As an initial matter, we agree with FERC that petitioners
confuse costs and rates. Rates are jurisdictional; costs are
not. As Order 888-A expl ains:

[T]here are rarely separate retail and whol esal e generat -
ing facilities. Retail customers and whol esal e require-
ments customers get energy fromthe sane facilities,

each buying a "slice of the system" Typically all gener-
ating assets go into both the retail and the wholesale rate
bases for determ ning retail and whol esale rates. Rates
are determ ned by allocating the total generating costs
anong customner classes. The parties confuse the issue
before us to the extent they suggest that state comm s-
sions, not this Conmm ssion, have "jurisdiction" over cer-
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tain "costs.” Neither the state conmmi ssions nor this
Conmi ssi on has exclusive jurisdiction over "costs."

Each regulatory authority has jurisdiction to determ ne
"rates" for services subject to its jurisdiction and, in
determining rates, may take into account all of the costs
incurred by the utility.

Order 888-A, p 31,048 at 30,414. In other words, as FERC
explained in its brief, "regulatory authorities do not carve out
so-cal |l ed 'whol esal e costs' that only FERC can take into

account in determning rates subject to its jurisdiction or so-
called 'retail costs' that only a state conm ssion can take into
account in determning rates subject to state jurisdiction.”

I nstead, "[u]nder historical cost-of-service ratemaking, each
regul atory authority, in exercising its respective ratemnmaking
jurisdiction, reviews the total costs incurred by a utility to
provi de service and nakes its separate and i ndependent

determ nati on of what costs may be recovered through rates
withinits jurisdiction.” Oder 888-A p 31,048 at 30, 414.

Thus, while petitioners correctly point out that section
201(b) of the FPA denies FERC jurisdiction over "facilities
used for the generation of electric energy,” that provision
does not necessarily prevent FERC fromincl udi ng costs
relating to generating facilities in transm ssion rates, over
whi ch FERC i ndi sputably has jurisdiction. 16 U S.C
s 824(b). This is so because this part of section 201(b) is
nodi fied by the phrase "except as specifically provided in this
subchapter and subchapter 111 of this chapter.”™ 1d. Gven
that section 201(a) grants FERC jurisdiction over "the trans-
m ssion of electric energy in interstate comerce” and, there-
fore, over transm ssion rates, 16 U. S.C. s 824(a), FERC may
exercise jurisdiction over generation facilities to the extent
necessary to regulate interstate transm ssion

This is exactly the construction that we gave section 201(b)
in Mssissippi Industries v. FERC, 808 F.2d 1525, 1543-45
(D.C. Cr. 1987) (subsequent history omtted). There, peti-
tioners challenged FERC s authority to reall ocate costs rel at-
ing to generation facilities anmong utilities that were parties to
a power sales agreenment. Justifying its authority to reallo-
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cate such costs, FERC relied on its "undi sputed jurisdiction
over interstate sales of electric energy at wholesale.” 1d. at
1543. We agreed: "[A]lthough allocating cost does, to sone
extent, result in the 'regulation of matters relating to genera-
tion,' such regulation is valid under the FPA when it is the
byproduct of a legitimte exercise of FERC s power to regu-

| ate wholesale rates.” 1d. In reaching this conclusion, we
rejected petitioners' argunent that "the statutory prohibition
of federal regulation of [generation] facilities in section 201(b)
becomes neaningless if FERCis permtted to allocate the

costs of a plant,” given FERC s undi sputed responsibility to
regul ate the whol esal e sale of power. 1d. at 1543-44. Under

M ssi ssi ppi Industries, then, FERC may regul ate costs rel at-

ing to generation facilities if such regulation "is the byproduct
of a legitimte exercise of FERC s power to" regulate inter-
state transm ssion. Id. at 1543. Because FERC i ndi sputably
has jurisdiction over transm ssion rates, M ssissippi |ndus-
tries al so disposes of petitioners' argunent that FERC s

retail stranded cost recovery provisions run afoul of section
201(a) of the FPA, which provides that "Federal regulation
[shal ] extend only to those matters which are not subject to
regul ation by the States.” 16 U S.C. s 824(a).

Attenpting to distinguish Mssissippi Industries, petition-
ers point out that the case "involved authority to allocate
generation costs to a whol esale sales rate (which may, of
course, include generation costs)." True, but M ssissipp
I ndustries provides clear authority for the proposition that
there is no per se jurisdictional bar to FERC s including
generation costs in jurisdictional rates, whether whol esal e
sales rates or transm ssion rates. Thus narrowed, the ques-
tion before us is this: 1Is inclusion of stranded costs relating
to generation facilities in transm ssion rates the byproduct of
a legitimate exercise of FERC s authority over transm ssion
rates? 1In nost cases the answer would be no, but given the
hi ghl y unusual circunstances of this case, we think the an-
swer is yes. Just as FERC may include generation-rel ated
whol esal e stranded costs in transm ssion rates (see Section
V.A. 1.b), it may include generation-related retail stranded
costs in transmission rates. That retail stranded costs were
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originally reflected in state-jurisdictional retail sales rates
does not change the analysis, for in both cases the stranded
costs can be viewed as "costs" of providing transm ssion
services: "Wile such costs are not a cost of operating the
physi cal transm ssion system nevertheless, they are an eco-
nom c cost incurred as a result of being required to provide
retail transmssion.” Order 888-A p 31,048 at 30,414 n. 708.
VWile we agree that generation-related retail costs are not
typically "costs" relating to transm ssion services, the funda-
ment al changes wought by state-ordered retail wheeling, as
wel | as the narrow circunstances in which FERC will consid-

er stranded cost recovery clains, justify the conclusion that
these costs are costs of providing transnm ssion service.

Petitioners claimthat by agreeing to consider retail strand-
ed cost recovery clainms, FERC has unduly interfered with
state | egislative processes and deci sions. W disagree.
FERC has limted its "interference" to instances where state
conmi ssi ons have no authority even to address stranded cost
recovery clainms. Describing its role as limted to "fill[ing]
any regulatory gap," FERC nmade it clear that it will deny
consideration to any utility seeking stranded cost recovery "if
a state regulatory authority with authority to address retai
wheel i ng stranded costs has in fact addressed such costs,
regardl ess of whether the state regulatory authority has
all owed full recovery, partial recovery, or no recovery." O-
der 888-A, p 31,048 at 30,415. Under these circunstances, it
can hardly be said that FERC has usurped state authority.

b. FERC s refusal to assert jurisdiction over all retai
stranded costs

Cont endi ng that FERC did not go far enough, the I OUs
chal | enge the agency's refusal to consider clains for stranded
costs resulting fromstate-ordered retail wheeling unless the
rel evant state regulatory conm ssion |acks authority to ad-
dress such clainms. They claimthat FERC should have
agreed to consider proposals for retail stranded cost recovery
whet her or not the state commi ssion had authority to address
the claim and even whether or not a state conmission with
such authority had al ready addressed the claim |In support
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of their position, the 1OUs advance three rel ated argunents.
They allege first that by concluding that it had jurisdiction
over retail stranded costs but declining to exercise it, FERC
abdicated its legal authority. Second, they say, FERC violat-
ed its statutory obligation to ensure just and reasonable
rates. And finally, they contend that FERC erred in con-
cluding that stranded costs resulting fromretail wheeling |ack
a direct nexus to the open access transm ssion ordered in

O der 888.

Wth respect to their first argunment, the |1 QUs clai mthat
once FERC determined that it had jurisdiction over retai
stranded costs, the agency had to exercise that jurisdiction
In making this argunent, the | OQUs nake the sanme m st ake
POSCR made: They confuse FERC jurisdiction over costs
with its jurisdiction over rates. FERC has not "concl uded
that it shares jurisdiction over retail stranded costs with the
states,” as the IQUs assert. As we explai ned above, "costs"
are not jurisdictional. The FPA speaks not in terns of
"costs," but internms of "rates,"” requiring FERC to ensure
that rates are just, reasonable, and not unduly discrimnatory.
FERC i ndi sputably has jurisdiction over interstate transm s-
sion rates. In essence, then, the 1OQUs claimthat FERC has
no discretion to |l eave retail stranded cost recovery to state
authorities.

W review clains that an agency | acks discretion to foll ow
(or decline to follow) a certain course of action by exam ning
t he agency's governing statute as well as its own regul ations.
See, e.g., National WIdlife Federation v. Browner, 127 F.3d
1126, 1130 (D.C. Gir. 1997) (concluding that agency regul a-
tions do not require EPA to review and approve or disap-
prove a state's decision to maintain existing water quality
standards); NRDC v. EPA, 25 F.3d 1063, 1069-70 (D.C. Cir.
1994) (holding that neither the governing statute nor relevant
regul ati ons i npose a mandatory duty on EPA to list al
wast es that exhibit a hazardous characteristic; statute gives
EPA "substantial roomto exercise its expertise in determn-
ing the appropriate grounds for listing"). The IQUs have
failed to point to any statutory provision that robs FERC of
di scretion to decide, as a matter of policy, that state regul ato-
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ry conm ssions should serve as the primary forumfor retai
stranded cost recovery. Qur own exami nation of the FPA
reveal s no such provision either. Sections of the statute
giving FERC jurisdiction over transmssion in interstate com
merce, 16 U . S.C. s 824(a), and requiring FERC to ensure

that rates are just and reasonable, 16 U S.C. s 824d(a), do
not alone create a mandatory duty to consi der proposals for
retail stranded cost recovery.

The two Suprenme Court cases the IOUs rely on provide no
support for their position, for in both cases the agencies,
unlike FERC in this case, failed to conply with a specific
statutory mandate. In M v. AT&T, 512 U S. 218 (1994),
the Suprene Court held that the FCC could not exenpt
certain communi cati on common carriers fromfiling a tariff;

the statute specified that all carriers nust file tariffs. Sim-

larly, in FPC v. Texaco, Inc., 417 U S. 380 (1974), the Su-
preme Court determned that the FPC coul d not exenpt

certain producers fromthe statute's requirenment that rates

be just and reasonable. Under these cases, FERC would
abdicate its statutory obligations if it, for exanple, exenpted
certain utilities fromthe requirenent that rates be just and
reasonable (as in Texaco), or if it refused to review transm s-
sion rate filings altogether. These cases do not hold that in
carrying out its statutory obligations, FERC has no di scretion
to determne as a matter of policy that states are better
positioned to address costs originally included in retail rate
bases. Wiat the | QUs suggest--that because FERC has

authority to address retail stranded costs through transm s-
sion rates, it nmust exercise that authority--is sinply not the
I aw.

As an alternative to their legal argunment, the 1QUs claim
that FERC acted arbitrarily and capriciously in determ ning
that just and reasonable transn ssion rates include retai
stranded cost recovery in some circunstances but not in
others. Their argunment goes like this: Section 201(b)(1) of
t he FPA gives FERC excl usive jurisdiction over transm ssion
of electric energy in interstate conmerce. Under section 205,
FERC nust set just and reasonable rates. |In addition
sections 205 and 206 prohibit undue discrimnation. Thus,
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the 1QUs argue, "[b]y approving different transm ssion rates,
some including stranded cost recovery (e.g., nunicipalization),
and others without (e.g., retail wheeling or bypass), FERC is
sanctioning arbitrary and capricious differences in violation of
the FPA."

In making this argunment, the 1QUs ignore the w de discre-
tion the FPA affords FERC to determi ne what constitute
"just and reasonabl e rates"” and "undue discrimnation," as
wel | as the unusual circunstances created by an industry
change as fundanental as Order 888's open access require-
ment. Just because sone transmi ssion rates include retai
stranded costs while others do not does not al one nake O der
888 arbitrary and capricious; rather, petitioners nust show
that there is no reason for the difference. Cf. AG, 824 F.2d
at 1009 ("[T]he nmere fact of a rate disparity is not enough to
constitute unlawful discrimnation.”) (internal quotation
marks omtted). W think FERC has provided a convincing
expl anation for the difference. "Recovery of this type of cost
through a transm ssion rate is obviously not the norm™
expl ains Order 888-A, "but is necessitated by the need to dea
with the transition costs associated with this Rule.” Order
888-A, p 31,048 at 30,418. Only in situations where state
regul atory conm ssions |ack authority to award stranded
costs will FERC include these costs in transm ssion rates.
O herw se, custonmers woul d be able to avoid their stranded
cost obligations, leaving utility sharehol ders or remaining
custoners to bear the costs.

The 1QUs' reliance on the natural gas restructuring cases
is msplaced. Setting aside the extraordinary nature of take-
or-pay liabilities as conpared to the stranded costs at issue
here, AGD required only that FERC address the take-or-pay
liabilities that the pipelines had incurred. See AGD, 824 F.2d
at 1030 ("We do not require that FERC reach any particul ar
conclusion; we nerely mandate that it reach its concl usion by
reasoned deci si onmaking."). That is exactly what O der 888
does with respect to stranded costs. Wile FERC has not
agreed to serve as the forumfor recovery of these costs in al
situations, neither the FPA nor the natural gas cases requires
it to do so. By ensuring that utilities have a forumin which
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to bring clainms for retail stranded cost recovery, FERC has
done just what AGD requires.

Nor do we find nerit in the IOJs' argunent that FERC
erred in concluding that stranded costs resulting fromretai
wheeling |lack a direct nexus to the open access transm ssion
mandat ed by Order 888. FERC s decision that state regul a-
tory comm ssions should address retail stranded costs rested
on its conclusion that state-ordered wheeling, not FERC
mandat ed open access transni ssion, causes those costs to
beconme stranded. See Order 888-A, p 31,048 at 30, 410.

Recogni zing a "limted" nexus between retail stranded costs
and FERC- mandat ed open access stenmng from FERC s
jurisdiction over transm ssion rates and the resulting authori-
ty to award stranded costs, FERC nonethel ess found no

causal nexus between stranded costs and FERC-ordered

transm ssion. 1d. at 30,419. The lack of a direct causa
nexus differentiates retail stranded costs fromretail-turned-
whol esal e stranded costs (see infra Section V.B.2).

Taking issue with this reasoning, the 1OQUs contend that
FERC ignored "the central role played by the federal govern-
ment" in shaping the electric energy industry. Because retai
wheel i ng, according to the 1QUs, is "a direct result of a
federally created system of increased conpetition,” FERC
must take responsibility for all retail stranded costs.

Nowher e does FERC contest the nexus between state-
ordered wheel ing and Order 888's open access requirenent.
But the existence of a nexus does not require FERC to
address retail stranded costs in light of the fact that in nost
i nstances state regul atory comm ssions will have authority to
do so. |Indeed, because the costs were originally included in
retail rate bases, state agencies are better positioned to
consider them Gven that it is state-ordered wheeling that
nost directly causes retail costs to becone stranded, we find
no reason to disturb FERC s judgment.

2. Stranded Costs Relating to Retail-Turned-Wol esal e
Cust oners

FERC concl uded that open access transm ssion nmay en-
courage what is known as "municipalization,” where a town
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condemms a utility's distribution plant, becomes a whol esal e
customer of the utility, and utilizes open access transm ssion
to purchase power on the conpetitive market. Concl uding

that costs incurred to serve forner retail custoners may
beconme stranded due to the municipality's (the new whol esal -
er's) utilization of open access transnission, FERC decided to
serve as the primary forumfor resolution of stranded costs
clains relating to new nmunici palizations. See O der 888-A,

p 31,048 at 30,402. FERC also decided to serve as the

primary forum"in a discrete set of nunicipal annexation
cases"--i.e., cases involving "existing municipal utilities that
annex retail customer service territories and, through the
avail ability of Comm ssion-required transn ssion access, use
the transm ssion system of the annexed custoners' forner
supplier to access new suppliers to serve the annexed | oad."
Order 888-B, p 61,248 at 62,102. |In such cases, FERC wi ||
determ ne on a case-by-case basis whether there exists the
requi site nexus between munici pal annexation and open ac-

cess transm ssion. Recognizing that state regul atory authori -
ties may be the first to address clains for stranded cost
recovery in the retail -turned-whol esal e scenario (FERC s | a-
bel for new nunicipalizations and nuni ci pal annexations),

FERC stated that it "will take into account state findings on
cost determnations ... and will give great weight in [its]
proceedings to a state's view of what m ght be recoverable.”
Id. at 62,105 (internal quotation marks omtted).

This issue provoked the only dissents to Order 888. Al-
t hough nei ther dissenting conmm ssioner disputed FERC s
jurisdiction to allow recovery of these stranded costs, both
faul ted FERC for second-guessing state authorities regarding
stranded costs. They thought that FERC should have acted
as the forumfor adjudicating these stranded cost issues only
when state authorities failed to act altogether. See O der
888, p 31,036 at 31, 904-07 (Conm ssioner Hoecker concurring
in part and dissenting in part); id. at 31,907 (Comn ssioner
Massey dissenting in part).

Unli ke the dissenters, both the States and POSCR chal -
| enge FERC s assertion of jurisdiction. According to the



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #98-1169  Document #526819 Filed: 06/30/2000

States, FERC usurped their role as protectors of retai
customers by potentially undermining their rate treatnent of
retail costs. POSCR makes three argunments. Advanci ng

clains simlar to its argunments about stranded costs resulting
fromstate-ordered retail wheeling (see Section V.B.1.a su-
pra), POSCR first contends, relying again on section 201(b),
that FERC |l acks jurisdiction to award retail stranded costs in
the retail-turned-whol esal e scenario. Second, it clains,

FERC failed to weigh properly the adverse effects of O der

888 on franchi se conpetition between utilities and nunicipali-
ties. Finally, relying on the Hoecker and Massey dissents,
POSCR argues that FERC acted arbitrarily and capriciously

by declaring itself to be the primary forumfor retail-turned-
whol esal e stranded cost clainms. For their part, the 1QOUs
fault FERC s failure to consider clains for recovery in the so-
call ed "bypass" scenario. W address these argunents in

turn.

The States begin their argunent by asserting that "[w hen
retail utility custoners leave the utility's system because of
muni ci pal i zati on, the costs stranded by the custoners' mgra-
tion normally are not allocable ... to whatever whol esal e
utility service mght be sold to the city for resale.” Wile
this may have been true in the past, the States' argunent
i gnores FERC s conclusion that it is open access transm ssion
t hat makes nunicipalization feasible. Because FERC has
determined that it will consider proposals for stranded cost
recovery only when there is a direct nexus between nunici -
pal i zati on and open access transm ssion, we see no basis for
the States' claimthat FERC will "override Congress's in-
struction that the states be permtted to protect retail cus-
toners. "

The answer to POSCR s first argunent--that section

201(b) precludes FERC from awardi ng stranded costs in the
retail -turned-whol esal e context--appears in our discussion of
FERC s jurisdiction to address retail stranded costs resulting
fromstate-ordered retail wheeling. See Section V.B.1l.a su-
pra. Because a town becones a whol esal e custoner of the
historic supplying utility when it rmunicipalizes, FERC s ex-
clusive jurisdiction over all aspects of whol esal e sal es gives

Page 82 of 109



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #98-1169  Document #526819 Filed: 06/30/2000

FERC all the authority it needs to include generation-rel ated
costs in rates, including even costs originally incurred to
provide retail service. W find no reason to question FERC s
decision to allocate stranded costs caused by retail-turned-
whol esal e customers to the cost of providing whol esal e service
subject to its jurisdiction. As in the retail wheeling context,
t hese stranded costs are properly viewed as "costs" of the
former supplying utility's provision of open access transm s-
sion service. Wth respect to new nunicipalizations, the
retail -turned-whol esal e custonmer is able to reach a new gen-
eration supplier only because of open access transm ssion

And with respect to municipal annexations, FERC will re-

quire utilities to denonstrate a nexus between the annexation
and open access transm ssion.

POSCR s second argunent relates to what is known as
"franchi se conmpetition.” According to POSCR, franchise
conpetition occurs "when a privately-owned utility is threat-
ened by the prospect that a nmunicipality may exerci se powers
of em nent domain to take over the utility's operations.”

POSCR argues that stranded cost recovery coul d inpede

franchi se conmpetition, which it says FERC has al ways en-

couraged. Although this mght well be true, the possibility

that potential stranded cost liability could deter nmunicipalities
from taki ng advant age of open access does not underni ne

Order 888. As Order 888-A explains, "the purpose of the

stranded cost policy is neither to encourage nor to discourage
muni ci pal i zation, but rather to facilitate a fair transition to
conpetition and to ensure stability in the industry during that
transition.” Order 888-A p 31,048 at 30, 405.

We turn finally to POSCR s claimthat FERC acted arbi -
trarily and capriciously by declaring itself the primary forum
for recovery of retail-turned-whol esal e stranded costs. As-
serting that FERC s action inplicitly underm nes state deci -
si onmaki ng and encour ages forum shoppi ng, POSCR cl ai ns
that Order 888's treatnent of the retail-turned-whol esal e
scenari o contravenes agency precedent and conflicts with the
agency's decision to |leave to the states the consideration of
t hose stranded costs resulting from state-ordered wheeling.
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VWi le FERC did | eave resolution of clains for whol esal e-
turned-retail stranded costs to the states in United Illum -
nating Co., 63 FERC p 61,212 (1993), a pre-Order 888 case
addressing a particular utility's application for stranded cost
recovery, Order 888-A explains that, after reanal yzing the
stranded cost problem FERC concl uded that "where such
costs are stranded as a direct result of Conm ssi on-nmandated
whol esal e transmi ssi on access, these costs should be viewed
as costs of the transition to conpetitive whol esal e bul k power
markets and this Comm ssion should be the primary forum
for addressing their recovery." Oder 888-A p 31,048 at
30,407. In our view, this explanation adequately distin-
gui shes between recovery of stranded costs fromretail cus-
tomers and recovery fromretail-turned-whol esal e customners.

In the former situation custoners renmain retail custoners

subject to state jurisdiction; in the latter situation, customners
beconme whol esal e custonmers subject to FERC s excl usive
jurisdiction. This very different result justifies FERC s dif-
ferent treatnment of the two situations.

The 1 QUs argue that FERC shoul d have provided for
stranded cost recovery froma retail -turned-whol esal e custom
er who ceases to purchase power froma utility but does not
use that utility's transm ssion service to reach anot her power
supplier--the so-called "bypass" scenario. This argunent
requires little discussion. 1In declining to provide a necha-
nismfor the recovery of bypass stranded costs, FERC ex-
pl ai ned that "Order No. 888 does not by its terns bar the
recovery of costs that do not result fromthe use of Comm s-
sion-required transm ssion access. Uilities may, as before
seek recovery of such non-open-access-rel ated costs on a
case-by-case basis in individual rate proceedings. The Com
m ssion will not prejudge those issues here."” 1d. at 30, 409.
G ven FERC s discretion to proceed through adjudication
rather than by generic rule, see SEC v. Chenery Corp., 332
U S. 194, 201-03 (1947), the 1QUs' challenge is without mnerit.

* Kk %

As evidenced by the numerous petitions for review, FERC
faced an enormously difficult task in fashioning a stranded
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cost recovery nechanismthat fairly conpensates utilities for
past investnments while transitioning the electricity industry
to conpetition. FERC has done an admirable job. Produc-

i ng a conprehensive, evenhanded record and carefully consid-
ering all conmenters' clains, it adopted a stranded cost
recovery policy that acconplishes its stated objectives, com
plies with the FPA, conforns to our case |aw, and reasonably
acconmodates all conpeting interests. No doubt, there were
alternative approaches to stranded cost recovery--petitioners
have pointed to several. No doubt some aspects of Order 888
could have been better supported. But given the extrenely
techni cal nature of these issues, as well as our highly deferen-
tial standard of review, we find no basis for questioning

FERC s approach. Although Order 888 may be character-

ized in many ways, it can hardly be said to be either arbitrary
or capri cious.

VI. Credits for Custoner-Omed Facilities
and Behi nd- The- Met er Generati on

The Conmi ssion's Open Access Tariff requires that public
utilities--or "transm ssion providers"--offer "network inte-
gration transm ssion service." This requirement is one of the
key elenents in the Comm ssion's attenpt to "renove i npedi -
ments to conpetition in the whol esal e bul k power narket -
pl ace,” Order 888, p 31,036 at 31,634. Network service all ows
a custoner--for instance, a nmunicipal utility--to use a trans-
m ssion systemin a manner conparable to the way the
transm ssion provider utilizes its systemto nove power from
its generators to its native | oad custoners.11 See Order 888,

11 "Load" may be defined as "[t]he total demand for service on a
utility systemat any given tinme." Public Uilities Reports d os-
sary for Uility Managenment 84 (1992); see also Carl Pechman
Regul ati ng Power: the Econom cs of Electricity in the Informa-
tion Age 11 (1993). The Tariff defines "native |oad custoners” as
the "whol esal e and retail power custoners of the Transm ssion
Provi der on whose behal f the Transm ssion Provider, by statute,
franchi se, regulatory requirenent, or contract, has undertaken an
obligation to construct and operate the Transm ssion Provider's
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p 31,036 at 31,736; id. at 31,751; Order 888-A p 31,048 at
30,260 n. 247, id. at 30,325.12 Wth network service, resources
| ocated t hroughout the system serve | oads di spersed through-
out the system For this, the transm ssion provider incorpo-
rates the network custoner’'s resources and | oads (projected
over a mnimmten-year period) into its own long term

pl anni ng. Because network service ultimately provides the
customer with the sane full systemability for transmtting
power as the transm ssion owner, the Conm ssion required

that costs be allocated on the basis of a ratio of the network
customer's load to the transm ssion provider's entire | oad on
its transm ssion system A group of petitioners, |led by

Fl ori da Muni ci pal Power Agency (FMPA), challenge the

Conmi ssion's use of this "load-ratio pricing."

The FMPA petitioners do not object to |load-ratio pricing as
such. In fact they think it "is a good nethod to allocate the
costs of a transm ssion network anong network owners or
users," Brief of Credits for Custoner-Oaned Facilities, etc.
at 3-4 ("Credits Brief"). Their principal conplaint, repeated
many tines and in many ways throughout their briefs, stens
fromtheir viewthat as a practical matter the Conm ssion
required that the network custoner's total |oad be used in
calculating the ratio, 13 even though some customers "sel

power fromlocal, 'behind the nmeter' generation and transm s-
sion, or ... obtain power fromnore than one transm ssion
system..." Id. at 8.14 The FMPA petitioners say this

systemto neet the reliable electric needs of such custoners.”
Order 888-A, p 31,048 at 30, 508.

12 Public utilities nust also offer point-to-point service, that is,
transm ssion service reserved and/or schedul ed between specified
points of receipt and delivery. Oder 888-A p 31,048 at 30, 508.

13 The Commi ssion did not actually require a custonmer to desig-
nate its total load to obtain network service: a custonmer may
exclude all--not nerely part--of its load at a discrete delivery
point. See Order 888-A p 31,048 at 30, 256-62.

14 "Behind the neter generation [and transm ssion] means gener-
ation [or transmi ssion] located on the custonmer's side of the point of
delivery.” Order 888-A p 31,048 at 30, 254 n. 230.

all ows "transm ssion providers to charge whol esal e custoners
for network transm ssion that they do not want, need or use
to provide electric power service to their custoners.” Id. at
18.

The Conmi ssion provided sone relief in response to these
conpl aints, but not enough to satisfy the FMPA petitioners.
"Because of the diverse concerns raised by the commenters,"
the Conmi ssion wote in the preanble to Order No. 888, "we
are unable to resolve on the basis of this record the extent to
whi ch, or under what circunstances, cost credits related to
customer-owned facilities would be appropriate under an
open-access transmssion tariff." Order 888, p 31,036 at
31,742. Rather, this will be done on a case-by-case basis.
The Conmi ssi on warned, however, that nere interconnection
between a custoner's facilities and the transm ssion provid-
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er's facilities will not be sufficient to warrant a cost credit.
Rel yi ng on Fl orida Minicipal Power Agency v. Florida

Power & Light Co., 67 F.E.R C. p 61,167 (1994) (FMPA I),
nodified, 74 F.E R C. p 61,006 (1996) (FMPA Il), the Com

m ssion required the custoner to denonstrate that its "trans-
mssion facilities are integrated with the transm ssion system
of the transm ssion provider" and "provi de additional benefits
to the transmssion grid in ternms of capability and reliability,
and [are] relied upon for the coordi nated operation of the
grid." Oder 888, p 31,036 at 31,742; Oder 888-A p 31,048

at 30,271. The Conmi ssion did, however, guarantee credits

for new, integrated transmssion facilities built by a custoner
if jointly planned with the transm ssion provider

We detect nothing in the argunents of the FMPA petition-
ers to warrant setting aside this aspect of the Commi ssion's
rule. It is true that as the owners of generation and trans-
m ssion facilities, any one of these petitioners can satisfy
sone of its needs. But network service, as the Conm ssion
defined it, neans that network customers can call upon the
transm ssion provider to supply not just some, but all of their
| oad at any given nonent, when for instance they experience
bl ackouts or brownouts. The Conmi ssion decided that if a
custonmer does not desire such full network service for its
entire load, it may exclude | oads at discrete delivery points
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and purchase point-to-point service instead. Wat it cannot

do is split loads at delivery points. The FMPA petitioners
object to the Comm ssion's refusal to allow a split system but
their objection is not well-taken. They ignore the technica
problenms with a split system stenmng partly fromthe

manner in which electrons flow and the inpossibility of
isolating loads fromthe transm ssion provider's system See
FPC v. Florida Power & Light, 404 U S. 453 (1972). Fur-
thernore, "such a split systemcreates the potential for a
customer to 'ganme the system thereby evading sone or all of
its load-ratio cost responsibility for network services." O der
888-A, p 31,048 at 30,259.15 The FMPA petitioners |abel this
prospect a "fiction,” but offer neither evidence nor reasoning
to counter the Conmm ssion's expert judgnent.16

As to credits, these petitioners maintain that if the Com
m ssion is going to use total "load-ratio pricing with Network
Load defined as total custoner |oad, sinultaneous credits are
required." Credits Brief at 41. Wat they nean by credits
is reduced prices for any and all behind-the-nmeter facilities
they own. The Conmmission's rejection of this blanket ap-
proach is well-supported. Credit may be given, but not
automatically. The question can only be determ ned on a
case-by-case basis because it depends on whether the custom
er's facilities are truly integrated with the transm ssion sys-
tem rather than nmerely interconnected. Only if they are

15 Load-ratio cost responsibility is based on the custonmer's contri -
bution to the transm ssion system peak each nonth. Wth a split
system a custoner could, at the tinme of the nmonthly system peak
i ncrease its behind-the-nmeter generation in order to decrease its
| oad-ratio cost responsibility, while nmaking significant use of the
transm ssion systemthroughout the rest of the nonth. See O der
888-A, p 31,048 at 30,259 & nn.244 & 245.

16 Petitioners claimthat Florida Power Co., 81 F.E. R C. p 61, 247
(1997), decided after Order No. 888, shows that it is not "necessary
for custoners to purchase anounts of network transm ssion equa
to their entire |load behind a delivery point.” Credits Brief at 30.
It shows no such thing. The case involved not network integration
transm ssion service, but a sort of hybrid service called "network
contract demand transm ssion service."
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integrated will the transm ssion systembenefit and only then
t he Conmi ssion decided, should credits--which shift the costs
of the custoner's facilities to the transm ssion provider's
customers--be allowed. Oder 888-A p 31,048 at 30,271
Petitioners call the Conmission's rule in this regard "an
unexpl ai ned and i nexplicable retreat from FMPA v. FPL."
Credits Brief at 42. It is nothing of the sort. The Conm s-
sion made this abundantly clear. In FMPA I the Conm s-

sion said that "if [a custoner] has transmi ssion facilities that
will operate as part of the integrated transm ssion system a
credit would be reasonable.” 67 F.ER C at 61,482 n.76.

And in FMPA Il the Conmi ssion said that nere interconnec-
tion does not equal integration and that integration nust be
determ ned case by case. 74 F.ERC at 61,010. This is
conpl etely consistent with the Conm ssion's resol ution of the
credits issue in the proceedi ngs before us.

The FMPA petitioners' next objection deals with new cus-
toner facilities--that is, those built after network service
begi ns under the Tariff. The Comm ssion determ ned that
"the Network custoner shall receive a credit where such
facilities are jointly planned and installed in coordination wth
the Transm ssion Provider." Order 888-A p 31,048 at
30,534. Petitioners begin by reading this as sone sort of
"limtation," they expand it into a "condition precedent for
customers to receive credit for new facilities,"” and they end
by treating it as a bar to "credits for new custoner-facilities
unl ess they are jointly planned,” Credits Brief at 43, 44, 45.
Conmi ssion counsel rightly points out that petitioners have

conmpletely msread the rule: "sinply put, the Rul e does not
speak to the situation of new facilities built outside a joint
pl anning effort.”™ Commi ssion Brief at 104. The Conm ssion

did determ ne that a joint planning mandate was "beyond the
scope of this proceeding,” Oder 8838-A p 1,048 at 30,311
Using their mstaken prem se, petitioners insist that the
Conmi ssion acted arbitrarily in this regard, giving transm s-
sion providers the power to block all custoner credits for new
facilities. See Credits Brief at 45. Since their premse is
m st aken, their conclusion nmust be rejected. The bal ance of
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the FMPA petitioners' argunments have been considered and
rej ected.

VII. Liability, Interface Allocation, and D scounting

As part of Order 888, FERC adopted a pro forma Open
Access Transmi ssion Tariff (QATT), containing m ninmum
terns and conditions for non-discrimnnatory service, which
every transm ssion-owning public utility nust file with the
Conmi ssion and by which it nust abide in providing trans-
m ssion services to itself and others. Various petitioners
have chal | enged i sol ated provisions of the QATT--specifically
the provisions governing liability and i ndemification, inter-
face all ocation, and delivery-point specific discounting. W
rej ect each of these chall enges.

A Liability and I ndemi fication

Prior to unbundling, retail tariffs were primarily a matter
for state regul ation, and nost states had approved tariff
provisions permitting utilities tolimt their liability for service
interruptions to instances of gross negligence or willful ms-
conduct. Courts upheld these limtations on the public policy
grounds that they bal anced | ower rates for all custoners
agai nst the burden of limted recovery for sonme, and that the
technol ogi cal conplexity of nodern utility systens and result-
ing potential for service failures unrelated to human errors
justified liability limtations. 1In the past, FERC al so has
allowed electric utility tariffs to explicitly limt a utility's
liability for service interruptions to instances of gross negli-
gence or willful m sconduct.

One of the pro forma tariffs included in the Notice of
Proposed Rul emaki ng contained a provision explicitly limting
the liability of transm ssion providers to circunstances of
gross negligence or intentional wongdoing. See Qpen Access
NOPR, p 32,514 at App. Cs 15.0. Section 10.2 of the QATT
requires the transm ssion custoner to "at all tinmes indemify,
def end, and save the Transm ssion Provider harnm ess from
any and all damages ... except in cases of negligence or
i ntentional wongdoing by the Transm ssion Provider." O -
der 888, p 31,036 at 31, 936-37 (enphasis added). |In Order
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888, FERC justified the change with a single statenent: "W
find that this new indemification provision would be too
strict if it required custoners to indemify transm ssion
providers even in cases where the transm ssion provider is
negligent.” Oder 888, p 31,036 at 31, 765.

The investor owned utility petitioners (1QUs) chall enge the
QATT' s indemification provision on the ground that FERC
adopted the | esser ordinary negligence standard in O der 888
without first notifying interested parties that it was contem
pl ati ng such a major policy change. The IQUs claimthat the
change in the provision's |anguage represents a significant
shift in indemification policy, in that it |eaves transm ssion
providers open to clains of ordinary negligence for the first
time. The courts consistently have relied upon explicit tariff
provisions to enforce the gross negligence standard for liabili-
ty, see, e.g., Southwestern Bell Tel. Co. v. Rucker, 537 S.W2d
326, 330-32, 334 (Tex. App. 1976); wand if the tariffs do not
explicitly limt liability for ordinary negligence, the | OUs
claim the courts will assess such matters differently. Be-
cause FERC s notice was not clear that the liability standard
was a subject or issue of the rul enmaking, the 10Us claimthat
FERC denied their right to comment on the change. See,

e.g., AFL-CIOv. Donovan, 757 F.2d 330 (D.C. Cr. 1985);
McLouth Steel Prods. Corp. v. Thomas, 838 F.2d 1317 (D.C

Cr. 1988). dCiting principally our opinion in Air Transport
Associ ation of Anerica v. DOI, 900 F.2d 369, 379 (D.C. Cir.
1990), the 1QUs contend that the fact that they were able to
raise their concerns in their petition for rehearing is not a
substitute for pre-issuance notice and coment. 17

FERC responds by denying that the indemification provi-
sion adopts a particular liability standard at all. FERC
clains that it has merely distinguished liability fromindemi -
fication, and that the change to the pro forma tariff does not
establish a new, sinple negligence standard of liability for
transm ssion providers. Citing its own statenents in O der

17 W recogni ze that Air Transport has been vacated. See Ar
Transport Association of America v. DOT, 933 F.2d 1043 (1991)
(per curian).
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888- A, FERC asserts that the tariff's indemification provi-
sion should not be construed as preenpting state liability
standards. See Order 888-B, p 61,248 at 62,080-81. FERC

mai ntai ns that, since the change to the indemification provi-
sion does not represent a substantive alteration in policy or
t he standards governing legal liability, the Comm ssion was
not obligated to notify interested parties and seek conment.
FERC accuses the petitioners of wanting FERC to i npose a
federal gross negligence liability standard, which FERC con-
tends that it properly declined to do pursuant to United Gas
Pi pe Line Co. v. FERC, 824 F.2d 417 (5th Gr. 1987) (reject-
ing the need for a federal liability standard for pipelines).

The 1 QUs charged that FERC has deleted a limtation of
liability to gross negligence fromthe existing background of
utilities liability law and has done so w thout substantial
evi dence and w t hout exercising reasoned deci sion maki ng.

See M d-Tex Elec. Coop., Inc. v. FERC, 773 F.2d 327, 338
(D.C. Cr. 1985) (the Comm ssion's decision nust be sup-
ported by substantial evidence and be the result of reasoned
deci si on nmaking). The Conmi ssion denies that it has estab-
lished a standard of liability nearly so sweeping as the | OJs
fear. W agree with FERC s reading of the rule. While the
petitioners argue that the rule works a "dramatic change"
regarding the liability of electric utilities by inmposing an
ordi nary negligence rather than a gross negligence standard
that previously prevailed, in fact, the rule does not establish a
new si npl e negligence standard of liability for transm ssion
providers. While we read FERC s interpretation of its own
rule deferentially, see Jersey Shore Broad. Corp. v. FERC, 37
F.3d 1531, 1536 (D.C. Cir. 1994), by any standard, its con-
struction is correct in the present controversy. |In the
preanble to the regul ati ons before us, FERC plainly de-
scribes the disputed provision as an "indemification” provi-
sion, and recites reasoning supporting the particular indemi -
fication provision it adopted. "[T]his new indemification
provi sion would be too strict if it required customers to

i ndemi fy transm ssion providers even in cases where the
transm ssion provider is negligent.” Oder 888, p 31,036 at
31,765. In the preanble to Order 888-A, in a section con-

cededly headed "Liability and Indemification" (enphasis
added), FERC explains the later version of the rel evant
provisions in terms consistent with the Order 888 preanbl e.
See generally Order 888-A, p 31,048 at 30,299-302. Finally,
in Oder 888-B, FERC sunmarizes its reasoning for its
indemification and liability decisions, again both adequately
and in ways not anounting to the adoption of the universa
standard as asserted by the 1QUs. See generally O der

888-B, p 61,248 at 62,079-81. 1In short, FERC s rule does not
work so sweeping a change in the |legal |andscape as the |1 QUs
assert, and FERC has exerci sed reasoned deci sionnmaking in
support of such pronouncenents as it has made.
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Insofar as the 1QUs chal |l enge the adequacy of FERC s
notice in the NOPR that it was contenplating a change in the
i ndermmi fication and liability provisions of pro forma tariffs,
that challenge also fails. It is well established that a fina
rule need not be identical to the original proposed rule. See,
e.g., AFL-C O v. Donovan, 757 F.2d at 338; Trans-Pacific
Frei ght Conference v. Federal Maritine Conmn, 650 F.2d
1235, 1249 (D.C. GCir. 1980). Wre the change between the
proposed and final rule an inportant one, we would have to
ask whether the final rule is a |logical outgrowh of the
proposed one. See, e.g., National Mning Ass'n v. Mne
Safety & Health Admin., 116 F.3d 520, 531 (D.C. Cir. 1997).
Not all changes are sufficiently inportant to warrant such
scrutiny and concern, however. "An agency, after all, nust
be free to adopt a final rule not described exactly in the
[notice of proposed rul emaki ng] where the difference is suffi-
ciently mnor, or agencies could not change a rule in response
to valid conmrents wi thout beginning the rul emaki ng anew. "
Nati onal Cable Television Ass'n v. FCC, 747 F.2d 1503, 1507
(D.C. Gr. 1984).

We agree with FERC that its indemification provision
does not preclude the states fromshielding utilities from
liability for ordinary negligence. States did so before,

t hrough both their regulatory conm ssions and their courts;
and they remain free to do so under Order 888. The del etion
of the gross negligence | anguage fromthe pro forma tariff's
i ndemi fi cation provision does not significantly change the

petitioners' legal position. Therefore, contrary to the |IQUs'
chal | enge, the deviation of the final rule fromthe proposed
one is not a major one; and FERC s failure to notify interest-
ed parties that it was considering the change does not render
the provision arbitrary or capricious under the APA. Accord-
ingly, we affirmthis portion of the pro forma tariff.

B. Interface Al ocation

The 1 QUs al so challenge FERC s treatnment of interface
al I ocation as unsupported by the record and contrary to
reasoned deci sion making. Section 30.8 of the pro forma
tariff addresses how much of a transm ssion provider's inter-
face capacity a network custoner can use. See Order 888,
p 31,036 at 31,954-55. Interface capacity represents the ca-
pability of a transm ssion facility to transfer power between
two utilities. Section 30.8 permts a network customer to use
a transmi ssion provider's capacity to the extent of the net-
work custoner's total |load without limtation

In the rul emaki ng process, several parties argued that a
fair nethod of interface allocation would be the use of a | oad
rati o, under which the transm ssion provider and each net-
wor k custoner would be allocated a share of each specific
i nterface based upon their respective |oads. Nevertheless, in
O der 888, FERC rul ed that network custoners coul d use
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any of the transm ssion providers' interfaces to inport

their full load on a first-cone, first-served basis. The |IQOUs

mai ntain that this ruling does not pronote an equitable
allocation of a transm ssion provider's interfaces.

The 1QUs al so note that, responding to the |1 QUs pet
for rehearing on this issue in Order 888-A, FERC nerely

up to

ition

ref erenced Fl orida Minicipal Power Agency v. Florida Pow

er & Light Co., 74 F.EER C p 61,006 (1996) (hereinafter
FMPA 11), to support its conclusion, wthout addressing
either the comments or the rehearing petitions. FERC
meanwhil e maintains it found the load rati o share net hod
advocated by sonme transm ssion owners to be unreasonabl e
for the sanme reasons discussed at length in FMPA I I.

Intervenors add that the 1QUs' chall enge of the aggregate,

first-come, first-served approach adopted by FERC as inequi -

table nerely reflects a disagreenent with FERC s policy
choi ce.

VWet her to adopt a | oad ratio share approach or an aggre-
gate, first-cone, first-served approach to capacity allocation is

a matter of policy. Again, the |QUs have not chall enged

FERC s |l egal authority to select a particular interface all oca-

tion method, but rather whether FERC s choi ce was based
upon reasoned deci sion naking. Accordingly, we eval uate

FERC s treatnent of interface capacity allocation under the

APA' s arbitrary and capricious standard. See 5 U. S.C
s 706(2)(A) (1994).

FERC s analysis of the issue in the present rul emaki ng

consists solely of a reference to and quotation fromits earlier

decision in FMPAIl. See Order 888-A, p 31,048 at 30, 304-
05. That proceeding involved an application by Florida M-

ni ci pal Power Agency for open access to Florida Power &
Li ght Conpany's transmission facilities pursuant to FPA
ss 211 and 212. See FMPA II, 74 F.ER C. p 61,006 at
61, 004; see also Florida Mun. Power Agency v. Florida

Power & Light Co., 67 F.EER C. p 61,167 (1994) (hereinafter

FMPA 1). In FMPA |l and FMPA II, FERC justified its
choi ce of policies as foll ows:

[T]here are no restrictions on the use of other parts of
the transmi ssion system |If the interfaces are con-
strained, Florida Power and FMPA should sinply redis-
patch and share the redispatch costs and, ultimtely,

Florida Power will build new facilities when needed

The interfaces are just another part of the transm ssion
grid, and Florida Power must plan and operate the grid,
including the interfaces, to neet the conbi ned needs of

Fl ori da Power and FMPA on an equal basis. When

there are conflicting needs to use the same interface
capacity, the parties have already agreed that the com

bi ned Fl ori da Power and FMPA systens will be redis-

pat ched and the costs shared. Wen the grid, including
i nterfaces, needs to be expanded, Florida Power will
undert ake t he expansi on on behal f of the conbi ned sys-

tem
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FMPA II, 74 F.ER C p 61,006 at 61,018 (quoting FMPA |

67 F.EER C. p 61,167 at 61,484). Wile FERC s recognition of
the petitioners' concerns was certainly cursory, and its |an-
guage in FMPA Il is slightly oblique, FERC has adequately
denonstrated that it gave full consideration before rejecting
load ratio share in favor of aggregate, first-conme, first-served
capacity allocation. Accordingly, we uphold FERC s ruling

on the interface capacity allocation issue.

C. Del i very-Poi nt - Specific D scounting

Two groups of transm ssion dependent utilities, TAPS and
TDU Systens, and the nation's |argest power whol esal er
Enron Power Marketing (collectively the U& petitioners),
chal | enge FERC s decision to permt delivery-point-specific
di scounting. Electric utilities often offer both firm and non-
firmservice. Firmservice permts custoners to demand
transm ssion at any tine, while non-firmservice permts the
utility to cut service when there is not enough excess capaci -

ty.

In Order 888, FERC allowed transm ssion providers to
of fer discounted rates for non-firmservice only if they gave
the sanme discounted rate to all custoners for the sane
transm ssion path and on all other unconstrained transm s-
sion paths. See Order 888, p 31,036 at 31,743-44. FERC
al so required that the discounts be posted in advance so that
all custoners could have equal opportunity to take advantage
of the discounted rate. See id. at 31,744. In Oder 888-A
FERC narrowed the requirenent, so that a transm ssion
provider offering a discount on a particular path need only
provi de the sane discount to all other unconstrained paths
that go to the sanme delivery point on the provider's system
See Order 888-A, p 31,048 at 30,275-76. FERC also said that
a transm ssion provider should discount only if necessary to
i ncrease throughput on its system See id. at 30, 274.

The U&D petitioners contend that delivery-point-specific
di scounting results in higher transm ssion rates for trans-
m ssi on dependent utilities (TDUs), who rely on point-to-
poi nt service rather than network service for their transm s-
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sions. Delivery-point-specific discounting permts transm s-
sion facility owners to select the delivery points for which
they will discount firmand non-firmservice. The U&D
petitioners argue that this discounting nmethod allows trans-
m ssion facility owners to discrimnate by denying discounts
to the delivery points used by the TDUs, thereby raising the
transm ssion costs of these conpetitors, and in turn decreas-
ing conpetition at both retail and whol esal e.

Addi tional |y, because of the subordination and interrupti-
bility of non-firmservice, the U& petitioners claimthat
FERC s | ongstanding pricing policies utilized discounting as
t he mechani smfor ensuring that non-firmservice was priced
bel ow firmservice. The notice of proposed rul emaki ng em
phasi zed FERC s reliance on non-discrimnatory di scounting
to achieve higher firmservice rates than non-firmrates, so
that non-firmrates would reflect the interruptibility of
transm ssion services and be economically efficient. The pe-
titioners argue that FERC s decision in Order 888 to deny
di scounting of non-firmrates unless firmrates are al so dis-
counted an unexpl ai ned reversal of that |ongstanding pricing
policy. By adopting a delivery-point-specific discounting
rule, the petitioners claimthat FERC subjects TDUs to firm
rates for all non-firmservice. As a result, the petitioners
contend, the price that TDUs have to pay for non-firm
service does not reflect the interruptibility of that service.
The petitioners maintain that this aspect of FERC s order
itself represents undue discrimnation, and that FERC fail ed
to explain why it rejected a conproni se position which
woul d restrict opportunities for discrimnation and address
concerns that the new rul es di scourage di scounti ng.

FERC notes that it discussed the discounting issue in
Orders No. 888, 888-A, and 888-B. See Order 888, p 31,036 at
31, 743-44; Order 888-A p 31,048 at 30,272-76; Oder 888-B
p 61,248 at 62,072-75. FERC accuses the petitioners of
wanting the Commi ssion to require transm ssion providers to
di scount all non-firm services below firmrates regardl ess of
the facts of the particular case. FERC asserts that it did not
seek to discourage discounting, but was concerned that if it
requi red discounting on all unconstrai ned paths as a condition
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for offering discounts, transm ssion providers would be dis-
couraged fromoffering any discounts at all. Fewer discounts
could | ead to decreased use of transm ssion services, and
therefore a decline in overall transm ssion revenues, and a
correspondi ng increase in transm ssion rates to enable trans-

m ssion providers to recover their costs. FERC maintains

that the petitioners, |ike everyone else, retain the opportunity
to conpete with the transm ssion provider for power sales to

the sane delivery point at the same discounted rate. FERC
argues that its orders are consistent with its established
pricing policy of permtting flexibility to reflect interruptibili-
ty and efficient use of the transm ssion system subject to the
firmprice cap. |In nost cases, FERC expects that non-firm
transmi ssion rates will be priced belowthe firmrate.

Al t hough the petitioners hint at a statutory claimby alleg-
ing that FERC s orders result in undue discrimnation and
hi gher rates in violation of the FPA's statutory nandate, the
petitioners generally confine thenselves to arguing that
FERC s decisions to permt delivery-point-specific discount-
ing and non-firmrates equal to firmrates represent unex-
pl ai ned departures fromestablished policy. W therefore
anal yze this issue under the arbitrary and caprici ous standard
of the APA. See 5 U.S.C. s 706(2)(A).

Wth respect to non-firmversus firmrates, the cases cited
by the petitioners as denonstrating a previously established
di scounting policy actually establish that FERC addresses
this issue on a case-by-case basis. For exanple, in Kentucky
Uilities Co., 15 FFERC p 61,002 (1981), FERC said that the
utility could not allocate capacity costs to non-firmtransms-
sion service since such service did not factor into the utility's
capacity decisions. |In contrast, in Central Mine Power Co.,
60 F.EER C. p 61,285 (1992), while FERC noted that non-firm
service generally warrants a rate |lower than firm service
FERC al so upheld the utility's decision not to offer non-firm
rate di scounts on several contracts. Indeed, the petitioners
acknow edge that FERC s pre-Order 888 Transm ssion Pric-
ing Policy Statement, 59 Fed. Reg. 55,031 (1994), does not
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expressly require non-firmrates to be priced below firmrates
in all cases. See Br. of U& Petitioners at 24 n. 30.

The petitioners cite Anerican Electric Power Service
Corp., 82 F.ERC p 61,090 (1998), for the proposition that,
after adopting delivery-point-specific discounting, FERC has
refused to consi der whether non-firmrates should be | ower
than firmrates; but in that case, FERC did consider that
i ssue, found the rates in question to be nondi scrim natory,
and refused only to consider the petitioners' generic chal -
lenges to its broader policy of flexibility. Additionally, the
petitioners charge that FERC s acceptance of firmrates for
non-firmservice conflicts with this court's decision in Fort
Pierce Uilities Authority v. FERC, 730 F.2d 778, 788-89
(D.C. Cr. 1984); but in that case, this court nmerely noted
that FERC had failed to reconcile its decision to allocate
capacity costs to non-firmtransm ssion service with its previ-
ous refusal to do so in Kentucky Utilities, and remanded for
further consideration. In short, FERC does not appear to
have changed its overall pricing policy at all, except to fine
tune its guidance as to when discounting m ght be considered
di scrimnatory.

VWi ch brings us to whether delivery-point-specific dis-
counting in fact discrimnates against the TDUs. Essentially,
FERC and the petitioners offer conflicting discounting theo-
ries, both of which seemplausible. 1In its request for rehear-
i ng, TAPS observed that, by allow ng transm ssion providers
to select which delivery points nerit discounts, FERC per-
mts the providers to select for discounting those delivery
poi nts which serve their affiliates, and not to select the
simlarly situated delivery points which serve the TDUs. On
rehearing, FERC quite logically maintained that requiring
transm ssion providers to apply discounts to all unconstrained
transm ssion paths coul d di scourage di scounting generally,
resulting in higher rates for all. See Order 888-A, p 31,048 at
30, 275. FERC subsequently asserted that requiring trans-

m ssion providers to offer the sane discount for the sanme
time period on all unconstrained paths that go to the sanme
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delivery point will achieve sufficient conparability. See O -
der 888-B, p 61,248 at 62,075. FERC noted that it will be
able to nonitor the discounting behavior of transm ssion
providers for discrimnation through the data posted on QOA-
SIS. See id.

The record reflects that FERC considered fully all of the
argunents, and concl uded that delivery-point-specific dis-
counting best acconplished conparability while encouraging
di scounting. Thus, the discounting policies outlined in Oders
888, 888-A, and 888-B are not arbitrary or capricious. W
therefore affirmFERC s resolution of this issue.

VIIl. Tariff Ternms and Conditions
A Headr oom Al | ocati on

Fi rm poi nt-to-point service, as distinguished from network
service, is transm ssion service reserved and/or schedul ed
bet ween specified points of receipt and delivery. See Oder
888-A, p 31,048 at 30,508. Point-to-point custoners may not
need all the service for which they contracted. The Comm s-
sion decided that they may, w thout extra charge, use their
excess capacity to make firm sal es between the receipt and
delivery points specified in their agreenent. Section 22.1 of
the Tariff gives them another option for dealing with this
"headroom "™ The point-to-point customer may, w thout
charge, have the public utility provide transm ssion on a non-
firmbasis over receipt and delivery points other than those
specified in the service agreenent (so-called "secondary"
poi nts).

Net wor k cust oners descri bing thensel ves as Transmi ssi on
Dependent Utilities (TDUs) contend that the flexibility given
to point-to-point custonmers to sell their unused capacity
shoul d al so be given to them Three transm ssion providersl8
--the CPL petitioners--want restrictions placed on point-to-

18 Carolina Power & Light Conpany (CPL), Florida Power &
Li ght Conmpany and Ni agara Mhawk Power Cor poration.
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poi nt customers in order to avoid putting the custonmers at a
conpetitive advantage. The Conm ssion refused to adopt
t hese proposals for reasons we believe are sound.

As to transm ssion providers, the Comr ssion noted that if
they want to make of f-system sales they too nust take point-
to-point service; in doing so they gain the sanme flexibility as
regul ar point-to-point custoners. See Order 888, p 31,036 at
31,751. For network custoners, the Conmi ssion stated that
they "are not obligated to take network transm ssion service"
and if they "want to take advantage of the as-avail able, non-
firmservice over secondary points of receipt and delivery
t hrough the point-to-point service, they may elect to take firm
poi nt-to-point transm ssion service in lieu of the network
service." Order 888-A p 31,048 at 30,253. The Conmi ssion
properly insisted on maintaining its basic distinctions between
networ k service and point-to-point service. Unlike a point-to-
poi nt customer, a network custoner's rights are defined in
terns of capacity needed, and thus "vary as the custoner's
| oad varies,” rendering themnot sufficiently definite and
defined to be "reassignable in the secondary market." 1d. at
30,223. At least one of the TDUs agreed with the Comm s-
sion "that, because there is no fixed capacity reservation for
networ k custoners, allowi ng themunrestricted use of capaci-
ty to nake off-system sal es w thout additional charge woul d
gi ve such custoners a conpetitive advantage over [point-to-
point] custoners.” Terns and Conditions Brief at 11.19

B. Headroom Prioritization
Sonme petitioners conplain that secondary non-firm point-

t o- poi nt custoners should not have been placed in a status
bel ow non-firm poi nt-to-point custoners and that the Com

19 These petitioners add that the Vernmont Departnent of Public
Service (VDPS) offered a solution to the problem but the Conm s-
sion overlooked it. Ternms and Conditions Brief at 12. This is not
correct. The Comm ssion did consider the Vernont proposal, find-
ing it to be an "artifice derived fromthe load ratio share cal cul a-
tion," a "forrmula [that] does not result in a reassignable capacity
right." Order 888-A p 31,048 at 30, 223.
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m ssion offered no explanation for its doing so. See Terns
and Conditions Brief at 14-17. The Conmi ssion did explain
itself. Firmpoint-to-point custoners are pernmtted to desig-
nate secondary receipt and delivery points at no extra charge
and therefore "are properly accorded a lower priority than
stand al one, non-firmtransm ssion.” Oder 888-A, p 31,048

at 30,281. Furthernore, the Comm ssion prom sed to reeval -
uate its approach in response to any "future transm ssion rate
proposal that is based on the concept of tradable capacity
rights,” but it was noving cautiously because in the electric
utility industry (unlike the natural gas industry) such "trading
rights sinply do not exist at this tinme." Id.

C. Dupl i cative Charges

The TDU petitioners argue that the new rul es cause them
to be doubl e-charged in certain transactions. They first
object to the Commi ssion's decision that in power exchanges
(flows in one direction for a time and then flows in the
opposite direction) each party nmust reserve and pay for
transm ssion along the same path. See Ternms and Conditions
Brief at 18. The Conm ssion's response was that traditional -
ly and "fromthe transmitting utility's planning and reserva-
tion perspective,"” the power exchange consists of two one-way
transm ssion services. Conmssion Brief at 115. Petitioners
offer no |l egal basis for us to prefer their treatnent to that of
the agency and so we will not disturb the Commission's
appr oach.

Petitioners' second objection is that the Tariff double
counts network | oad served by two separate energy suppliers
because, "[i]f two separate suppliers purchase network ser-
vice to supply a portion of the load for a particul ar customer,
the entire load of the customer is included in calculating the
reservati on charges paid by both supplying network custom
ers, unless each load portion is isolated electrically fromthe
other.” Ternms and Conditions Brief at 21. W confess to
some difficulty in conprehending petitioners' conplaint. It
seens perfectly reasonable to answer, as the Commi ssion's
counsel does, that "there is no rational basis for both the
networ k transm ssion custoner and its power narketer sup-
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plier to designate the sane |oad under the Tariff." Comm s-
sion Brief at 115. The power supplier itself may, the Com

m ssi on pointed out, purchase network service; we cannot see
why both the power supplier and the power buyer woul d

pur chase such service when a purchase by either would
suffice. Petitioners seemto concede that in sone instances
t he doubl e-counti ng probl em could be avoided in this nmanner

yet they think that in sonme other, ill-defined circunstance it
could not. This rulemaking set forth the standard tariff
terns. |If petitioners, or any one of them have sone uni que

ci rcunstances warranting an adjustment, there will be tine
enough for themto seek relief fromthe Conm ssion

D. Multiple Control Areas

Net wor k custonmers may wish to serve loads in two or nore
control areas. Sone conmenters were concerned that such
customers woul d have to pay a network transm ssion rate to
two or nore transm ssion providers based on the custoner's
total |oad. See supra Section VI (credits for customners).

The Conmi ssion had several responses. First, the risk could
be avoided or alleviated by the customer's purchasi ng point-
to-point service, or a conbination of network and point-to-
poi nt service at discrete delivery points (thereby reducing its
load ratio). O the custoner could purchase network service
al one in each transm ssion provider's control area. See Oder
888-B, p 61,248 at 62,096 n.157. |If the custoner insists on
foregoing the last option, it can hardly expect that the
additional service it is demandi ng--the noving of power from
one transm ssion provider's systemto another systent-

shoul d be free of charge. As the Conmm ssion put it:

Because the additional transm ssion service to non-
desi gnated network | oad outside of the transm ssion pro-
vider's control area is a service for which the transm s-
sion provider nust separately plan and operate its sys-
tem beyond what is required to provide service to the
customer's designated network load [within the control
area], it is appropriate to have an additional charge
associ ated with the additional [point-to-point] service.
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Order 888-A, p 31,048 at 30,255, quoted in Order 888-B, 81
F.ERC p 61,248 at 62,096. This is consistent with the
handl i ng of an anal ogous situation involving separate trans-
m ssion systens in the past. See Fort Pierce Uils. Auth. v.
FERC, 730 F.2d 778, 781-85 (D.C. Gr. 1984).20

E. Ri ght - of - Fi r st - Ref usa

In order to preserve the certainty and continuity of trans-
m ssion service, the Conm ssion granted existing custoners a
right-of-first-refusal (ROFR) upon the expiration of firm con-
tracts exceedi ng one year provided that the existing custoner
agreed to match the contract price and termof any party
conpeting for that service. See Order 888, p 31,036 at 31, 665.
The Conmi ssion did not set an upper linmt on the terns that
a conpeting party could offer, but chose instead to allow the
market to determine rates and terns. Petitioners argue that
the Conmi ssion's failure to establish an upper limt should be
set aside and rermanded for further consideration. The Com
m ssion conceded error on this point at oral argunent in |ight
of United Gas Distribution Cos. v FERC, 88 F.3d 1105, 1138-
40 (D.C. Cir. 1996). W therefore remand this matter to the
Conmmi ssion so that it may provide a reasonable cap on
contract extensions.21

20 Petitioners claimthat the Commi ssion failed to consider a
particul ar proposal related to this subject. See Terns and Condi -
tions Brief at 33. It is unnecessary to describe the proposal. All
that need be said is that the Conm ssion rejected a nearly identica
proposal and gave its reasons for doing so. See Order 888-B
p 61,248 at 62, 096.

21 The TDU petitioners stated in their reply brief that Comm s-
sion counsel's explanation of s 13.2 of the Tariff, as anended in
Order No. 888-A and as interpreted in Madison Gas & Electric Co.

82 F.EER C p 61,099 at 61,372 (1998), to apply only to short term
customers satisfies their objection. See Ternms and Conditions
Reply Brief at 25. The remaining argunents of these petitioners
not discussed in this part or in part V have been consi dered and
rej ected.
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I X. National Environnmental Policy Act and
Regul atory Flexibility Act Conpliance

A NEPA Conpl i ance

One investor-owned utility, Public Service Electric & Gas
Company ("PSE&G'), clains that FERC failed to conply
with the National Environnmental Policy Act ("NEPA"), 42
US. C ss 4321 et seq. It argues first that the base case
FERC adopted to evaluate the effects of open access trans-
m ssi on was unreasonabl e because it "defined away" the
effects of open access. Second, it argues, FERC acted
arbitrarily and capriciously by failing to undertake neasures
to mtigate the environnmental inpact of O der 888.

1. Adequacy of Base Case

NEPA requires federal agencies contenplating a najor
action "significantly affecting the quality of the human envi -
ronment” to prepare a thorough analysis of the action's
environnental inpact. 42 U.S.C s 4332(C). The statute
requi res that environnmental inpact studies include "a detailed
statenment ... [of] alternatives to the proposed action." Id.
s 4332(O) (iii).

In its environmental inpact study prepared in connection
with Oder 888, FERC identified as the base case alternative
a scenario that "maintain[s] the status quo."™ FERC Fina
Envi ronnental |npact Statenent, Pronoting Wol esal e
Conpetition through Open Access Non-discrimnatory
Transm ssion Services by Public Uilities and Recovery of
Stranded Costs by Public Uilities and Transmtting Uili-
ties at 2-1 (Apr. 1996) ("FEIS"). Under that scenario, FERC
woul d conti nue on a case-by-case basis to (1) condition ap-
proval of nergers and applications for sales at market rates
on the filing of open access tariffs and (2) approve open
access wheeling orders under section 211 of the FPA. 1d.

Several comrenters (including EPA) argued that FERC
shoul d adopt as its base case an alternative that freezes the
status quo, i.e., assunes that no further open access transm s-
sion of any kind occurs and that efficiency in the industry
remai ns unchanged. See id. at 6-1. Characterizing this
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"frozen efficiency" case as unreasonable, FERC declined to
adopt it as the base case. See id. at 6-9-6-14. It neverthe-
| ess conducted sensitivity anal yses conpari ng em ssi ons un-
der the frozen efficiency case with those under its base case.
Thi s compari son reveal ed "nodest" reductions in em ssions
under the frozen efficiency case in certain circunstances. 1d.
at 6-4. Wien narket conditions favor coal versus natura

gas, NOx em ssions under the base case are higher than

under the frozen efficiency case by two percent in 2000, three
percent in 2005, and five percent in 2010. 1d. at 6-15. But
when mar ket conditions favor gas, the base case produces

nore favorable environnmental benefits for all three years.

Id. at 6-17.

W eval uate agency conpliance with NEPA under a rul e of
reason standard. "[A]s long as the agency's decision is 'fully
i nformed'" and 'well-considered,' it is entitled to judicial defer-
ence and a review ng court should not substitute its own
policy judgment." Natural Resources Defense Council, Inc.

v. Hodel, 865 F.2d 288, 294 (D.C. Gr. 1988) (quoting North
Sl ope Borough v. Andrus, 642 F.2d 589, 599 (D.C. Cr. 1980)).

PSE&G argues that FERC, in adopting its base case,
"defined away" the inpact of open access by conparing the
environnental effects that would result fromimediate im
pl ementation through Order 888 to those that would result
from gradual inplenmentation. Calling FERC s eval uation of
the frozen efficiency case "cursory,"” PSE&G contends that
the proper no action base case is not to inplenent open
access at all.

G ven the terms of NEPA and our highly deferentia
review, we think FERC s FEIS conplied with the statute.
For one thing, NEPA does not require that a certain alterna-
tive be adopted as the base case. Rather, NEPA requires
that agencies include in their FEIS analysis of "alternatives
to the proposed action." 42 U S.C. s 4332(Q(iii). Thus
there is no nmerit to the contention that NEPA requires
FERC to adopt the frozen efficiency case as the base case.
W agree with PSE&G that one of the alternatives NEPA
requires FERC to consider is the alternative of no action



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #98-1169  Document #526819 Filed: 06/30/2000  Page 106 of 109

But based on our own examination of the FEI'S, we think that
FERC devoted sufficient attention to evaluating the frozen
efficiency case (what PSE&G calls the no action alternative)
to satisfy NEPA's requirements. In conducting sensitivity
anal yses to its base case, FERC identified the changes in
both NOx and CO2 enissions that the frozen efficiency case
woul d produce. @Gven that FERC s conpari son of the frozen
efficiency case to its base case yielded little difference, the
agency had no reason to conduct further analysis. By rigor-
ously exam ning the frozen efficiency case, even though it
beli eved the case to be unreasonable, FERC ensured that its
decision was "fully infornmed" and "well-considered.” Hodel
865 F.2d at 294.

2. Failure to Adopt Mtigation Measures

PSE&G argues that FERC acted arbitrarily and capri -
ciously by failing to adopt neasures to mtigate the expected
harnful environnental effects of Order 888. Noting that an
agency nust consider mtigation if the proposed acti on woul d
result in adverse environnmental inpacts, FERC consi dered
but ultimately rejected any mtigation neasures. See FEI S

s 7. In reaching this conclusion, FERC relied on (1) the fact
that any mitigation nmeasures it m ght undertake are unwar-
ranted in view of Order 888's small inpact (especially given

that its effects are as likely to be beneficial as harnful) and
(2) its lack of expertise in atnospheric chenmistry, together
with the fact that any inpact of open access woul d be

"dwarfed by the far larger existing ozone and NOx em ssion

i ssues” currently being dealt with by EPA under its C ean

Air Act authority. FEIS at 7-47-7-48.

The heart of PSE&G s challenge is this: downw nd utilities,
whi ch are subject to NOx reduction requirenents, will face
i ncreased conpliance costs due to the purported increase in
em ssion levels resulting from Order 888; by conparison
upwi nd utilities that generate the pollution but are not sub-
ject to NOx reduction requirenments will experience no in-
creased costs. PSE&G insists that FERC renmedy this "un-
due preference” for upwind utilities.
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G ven that FERC has identified only small increases in
em ssions resulting fromopen access transm ssion--indeed,
under some circunstances, the Comm ssion predicted snal
decreases--we think it was entirely reasonable for FERC to
decline to adopt mtigation neasures to address a problem
that it believed mght not even develop. Not relying solely
on Order 888's relatively insignificant environnmental inpact,
however, FERC conprehensively anal yzed proposed mitiga-
tion nmeasures, explaining why it declined to require any. 1In
light of this thorough analysis, we think FERC s concl usion--
that NOx em ssion increases resulting from Order 888, if any,
are best addressed by EPA and the states through a conpre-
hensi ve em ssions control program-is hardly arbitrary or
capricious. W therefore have no need to resolve the parties
debate about FERC s legal authority to order environnmenta
mtigation.

PSE&G al so argues that FERC enpl oyed unreasonabl e
assunptions in the FEIS and ignored its own data show ng

adverse environnental inpacts. |In our view, these argu-
ments anount to an effort by PSE&G to substitute its own
analysis for FERCs. To prevail in this court, it nust denon-

strate that FERC s analysis is arbitrary and capricious, a
showing it has fallen far short of making.

B. Regul atory Flexibility Act Conpliance

The Regul atory Flexibility Act requires agencies to conduct
a regulatory flexibility analysis for any final rule. The Act
exenpts agencies fromthis requirenent if they certify that
"the rule will not, if promul gated, have a significant economc
i npact on a substantial nunber of small entities.” 5 U S.C
s 605(a)-(b). Invoking this exenption, FERC certified that
both Order 888 (open access) and Order 889 (QOASI S and
standard of conduct rules) would have no such inpact. O der
888, p 31,036 at 31,896; Oder 889, p 31,035 at 31, 628.

The TDU petitioners claimthat FERC fail ed adequately to
consi der the inpact of Orders 888 and 889 on nonjurisdiction-
al entities that nay have to provi de open access transm ssion
and file open access tariffs under the orders' reciprocity
provisions. In contrast to jurisdictional utilities, several non-
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jurisdictional utilities are classified as small entities. Accord-
ing to TDU petitioners, the orders inpose a significant eco-

nom c burden on them requiring conpliance activities as well

as alterations to their operations.

Al t hough the RFA's judicial review provision was anended
in 1996, see Small Business Regul atory Enforcenent Fairness
Act, Pub. L. No. 104-121, tit. II, 110 Stat. 857 (1996), the
TDU petitioners and FERC agree that the pre-anendnent
version of the RFA applies in this case. Under that version
our reviewis quite narrow. Section 611(b) provided that
"[al]ny regulatory flexibility analysis ... and the conpliance
or nonconpliance of the agency with the provisions of this
chapter shall not be subject to judicial review \Wen an
action for judicial review of a rule is instituted, any regul atory
flexibility analysis for such rule shall constitute part of the
whol e record of agency action in connection with the review"

5 US.C s 611(b) (1994). W have interpreted this |anguage

to nean that " 'a review ng court should consider the regul a-
tory flexibility analysis as part of its overall judgnent wheth-
er arule is reasonable and may, in an appropriate case, strike
down a rul e because of a defect in the flexibility analysis.'
W enphasi ze[ ], however, that 'a major error in the regul ato-
ry flexibility analysis may be, but does not have to be,
grounds for overturning a rule." " Md-Tex Elec. Co-op, Inc

v. FERC, 773 F.2d 327, 340-41 (D.C. Cir. 1985) (quoting

Smal | Refiner Lead Phase-Down Task Force v. EPA, 705

F.2d 506, 537-39 (D.C. Gr. 1983)).

In this case, FERC explained that Orders 888 and 889,
considered in their entirety, do not have a "significant” im
pact on a "substantial" nunber of small entities. According
to FERC, the orders will affect nonjurisdictional utilities only
inthe limted situation where they take advantage of a
jurisdictional utility's open access transmssion tariff. Gven
our highly deferential standard of review and given the fact
that petitioners have offered nothing other than their own
views to the contrary, we have no basis for questioning
FERC s j udgment.
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FERC, noreover, was not insensitive to the potential im
pact of Order 888 on small nonjurisdictional entities. O der
888 contains a waiver provision allowing these entities to seek
an exenption fromconpliance with the reciprocity conditions.
See 18 CF. R s 35.28(e)(2) (allowi ng nonjurisdictional utilities
to file a request for waiver "for good cause shown"). As of
March 1997, FERC had granted waivers to thirty-six snmall
entities. See Order 888-A, p 31,049 at 30, 578.

Most inportant in view of our standard of review, nothing
in petitioners' argunents causes us to question the reason-
abl eness of the reciprocity provisions thenselves. See M d-
Tex, 773 F.2d at 340-41. W therefore affirmFERC s RFA
certification.

Concl usi on

In summary, we affirm Orders 888 and 889 in all respects
except as specifically provided above.
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